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THE  "MULLER  COST  OF  SERVICE  METHODS"  OF  TESTING 
THE  REASONABLENESS  OF  TRANSPORTATION  RATES 

Consists  of 

( 1  )  An  Analysis  of  the  Carriers*  Annual  Reports  to  the  Interstate 
Commerce  Commission  and  an  Allocation  of  Total  Oper- 
ating Expenses  to  (a)  Freight  Service  (b)  Passenger  Ser- 
vice. 

A.      Direct  Charge  Method. 

(2)  Allocation  of  ascertainable  or  direct  out  of  pocket  costs  per 

car  of  a  series  of  train  movements  of  the  particular  com- 
modity under  consideration  for 

(a)  assembling  terminal  movement 

(b)  road  movements 

(c)  intermediate  switching  and  yard  movements 

(d)  delivering  terminal  movements. 

(3)  Determination   of   the   percentage   relation   of   these   items   to 

Total  Freight  Service   Operating   Expenses. 

(4)  Determination   of   the   percentage   relation   of   Operating   Ex- 

pense items  having  no  relation  to  the  particular  commodity 
under  consideration. 

(5)  Determination   of  the  percentage  of  overhead   operating  ex- 

penses properly  chargeable  to  the  particular  commodity. 

(6)  Blanketing  of  overhead  operating  expenses    (5)    over  direct 

charge  items  (2)  and  summarization  of  the  separate  por- 
tions of  the  entire  movement  to  produce  total  operating  cost 
for  the  entire  haul. 

(7)  Comparison  of  this  total  Operating  Cost  of  a  specific  move- 

ment with  the  rate  charged  therefor  or  the  Revenue  de- 
rived therefrom  by  the  Carrier,  producing  a  balance  of 
revenue  (Gross  Profit  on  Cost),  which  is  the  particular 
commodity's  contribution  to  the  carriers*  fund  for  meet- 
ing taxes,  Return  on  the  Value  of  Property,  reserves  for 
various  purposes  and  Net  Profit  to  Owners. 

(8)  Comparison  of  the  Gross  Profit  (per  cent.),  of  the  particular 

commodity  with  all  business  of  the  carrier,  with  all  freight 
business  of  the  carrier,  or  with  similar  businesses  of  other 
carriers  handled  under  similar  conditions  and  circumstances. 


B.     Average  Test  Cost  Method. 

(2)  Allocation  of  Freight  Service  Operating  Expenses  to 

(a)  Yard  Terminal  and  Switching  Expenses. 

(b)  Road  Haul  Expense. 

(3)  Allocation  of  Yard  Terminal  and  Switching  Expenses  to 

(a)  Terminal   Stations   Expenses   chargeable   to   Freight 

Traffic  (mainly  L.  C.  L.)  loaded  and  unloaded  by 
the  carriers'  employees. 

(b)  Yard   Movement   and   Switching   Expenses   charge- 

able to  each  car  whether  loaded  or  unloaded  by 
the  carriers*  employees  or  (mainly  C.  L.)  loaded 
and  unloaded  by  the  shipper  and  receiver. 

(4)  Allocation  of  average  unit  costs 

(a)  by  the  division   of    (2b)    Road   Haul   Expenses  by 

"Total  loaded  Freight  Car  Miles/' 

(b)  by  the  division   of    (3a)    Station   Expenses  by  the 

total  tonnage  of  L.  C.  L.  traffic  handled. 

(c)  by  the  division  of  (3b)  Yard  Terminal  and  Switch- 

ing Expenses  by  the  combined  total  of  cars  orig- 
inated (forwarded)  from  and  distributed  (re- 
ceived) at  stations. 

(5)  The  adjustment  of  these  three  cost  units  to   each   particular 

commodity  under  consideration  in  relation  to  the  empty 
car  movement  occasioned  thereby. 

(6)  Assembling  of  the 

(a)  Yard  Terminal  Switching  Costs. 

(b)  Station  Costs. 

(c)  Road  Movement  Cost  multiplied  by  distance  of  haul, 

to  produce  total  Operating  Cost. 

(7)  Comparison  of  this  total  Operating  Cost  of  a  specific  move- 

ment with  the  rate  charged  therefor  or  the  Revenue  de- 
rived therefrom  by  the  Carrier,  producing  a  balance  of 
revenue  (Gross  Profit  on  Cost),  which  is  the  particular 
commodity's  contribution  to  the  carriers'  fund  for  meet- 
ing taxes,  Return  on  the  Value  of  Property,  reserves  for 
various  purposes  and  Net  Profit  to  Owners. 


(8)  Comparison  of  the  Gross  Profit  (per  cent.),  of  the  particular 
commodity  with  all  business  of  the  carrier,  or  with  all 
freight  business  of  the  carrier,  or  with  similar  businesses  of 
other  carriers  handled  under  similar  conditions  and  cir- 
cumstances. 


The  following  list  contains  the  names  and  addresses  of  promi- 
nent attorneys  with  whom  Mr.  J.  P.  Muller  has  been  associated  in 
important  cases  during  the  past  three  years  and  who  are  therefore 
best  qualified  to  pronounce  judgment  on  his  work: 

JOHN  H.  ATWOOD 842  N.  Y.  Life  Building,  Kansas  City,  Mo. 

JAMES  BICKNELL,  K.  C Lumsden  Building,  Toronto,  Can. 

Louis  D.  BRANDEIS 161  Devonshire  St.,  Boston,  Mass. 

CHARLES  CONRADIS Colorado  Building,  Washington,  D.  C. 

BARTON  CORNEAU Ames  Building,  Boston,  Mass. 

ARCHIBALD  Cox 140  Nassau  Street,  New  York,  N.  Y. 

WADE  H.  ELLIS Southern  Building,  Washington,  D.  C. 

CH ALLEN  B.  ELLIS Union  Trust  Building,  Cincinnati,  O. 

J.  G.  FOGG 1011  Williamson  Building,  Cleveland,  O. 

F.  H.  GlNN 1011  Williamson  Building,  Cleveland,  O. 

R.  F.  GRANT Leader-News  Building,  Cleveland,  O. 

ARTHUR  B.  HAYES Colorado  Building,  Washington,  D.  C. 

CHARLES  R.  HILLYER Monadnock  Bank,  Chicago,  111. 

• 

CHARLES  M.  JOHNSTON Henry  W.  Oliver  Building,  Pittsburgh,  Pa. 

RICHARD  JONES,  JR.  .  . Republic  Building,  Youngstown,  O. 

JAMES  KENNEDY Dollar  Savings  Bank  Bldg.,  Youngstown,  O. 

HERBERT  C.  LUST Corn  Exchange  Bank  Building,  Chicago,  111. 

FRANK  LYON Colorado  Building,  Washington,  D.  C. 

F.  H.  MASTEN Rockefeller  Building,  Cleveland,  O. 

E.  C.  MORTON 8  E.  Long  St.,  Columbus,  O. 

Louis  H.  PORTER 140  Nassau  Street,  New  York,  N.  Y. 

WILLIAM  RAND,  JR 37  Wall  Street,  New  York,  N.  Y. 

LUTHER  M.  WALTER The  Rookery,  Chicago,  111. 

H.  W.  WHITLA,  K.  C Merchants*  Bank  Chambers,  Winnipeg,  Can. 

WILLIAM  A.  WIMBISH .525  Grant  Building,  Atlanta,  Ga. 


QUOTATIONS 

FROM 
U.  S.  SUPREME  COURT  DECISIONS 


Reference  to  Quotations  from  U.  S.  Supreme  Court  Decisions 
cited  in  previous  issues: 

169  U.  S.,  p.  466,  Smyth  vs.  Ames,  dated  March  7,  1898. 

1  76  U.  S.,  p.  1  67,  C.  M.  &  St.  P.  Ry.  Co.  vs.  Tompkins,  dated  Jan. 

22,  1900, 

183  U.  S.,  p.  1  79,  Getting  vs.  K.  C.  U.  S.  Co.,  dated  Nov.  25,  1901. 
186  U.  S.,  p.  257,  M.  &  St.  L.  R.  R.  Co.  vs.  Minnesota,  dated  June 

2,  1902. 

206  U.  S.,  P.  441,  I.  C.  R.  R.  vs.  I.  C.  C,  dated  May  27,  1907. 
209  U.  S.,  p.  108,  I.  C.  C.  vs.  C.  G.  W.  Ry.  Co.,  dated  March  23, 

1908. 
212  U.  S.,  p.  414,  R.  R.  C.  of  La.  vs.  C.  T.  &  T.  Co.,  dated  Feby. 

23,  1909. 


GEORGE  T.  SIMPSON  ET  AL.,  APPTS. 

vs. 
DAVID  C.  SHEPARD,  ET  AL. 

Decided  June  9,    1913. 

(U.  S.  Supreme  Court  Advance  Sheets — July,  1913,  p.  729.) 
The  complainants  assailed  the  acts  and  orders  upon  the  ground 
(  1  )  that  they  amounted  to  an  unconstitutional  interference  with 
interstate  commerce,  (2)  that  they  were  confiscatory,  and  (3)  that 
the  penalties  imposed  for  their  violation  were  so  severe  as  to  result 
in  a  denial  of  the  equal  protection  of  the  laws  and  a  deprivation  of 

property  without  due  process  of  law. 

***** 

IV.  Every  rate  comprehends  two  terminal  charges,  the  initial 
and  the  final,  and  a  haulage  charge.  It  is  declared  to  be  a  cardinal 
principle  of  rate-making  that  a  rate  for  a  longer  distance  should 
be  proportionately  smaller  than  one  for  a  shorter  distance;  for  even 
if  the  haulage  charge  in  the  former  case  were  the  same  per  mile, 
the  rate  per  ton  per  mile  should  be  less  for  the  longer  haul,  as  the 
terminal  charges  would  be  spread  over  a  greater  distance.  A  com- 
parison disclosed  that  the  rates  established  by  the  order  of  Sep- 
tember 6,  1906,  and  maintained  by  the  Northern  Pacific  Company 
between  St.  Paul  and  Moorhead,  were  in  general  substantially  less 
than  the  proportion  of  the  interstate  rates  maintained  by  the  com- 
pany to  various  points  in  North  Dakota  and  Montana,  based  on  the 
mileage  in  Minnesota  as  compared  to  that  of  the  entire  haul.  Main- 
taining such  a  relation  of  rates  involves,  it  is  found,  substantial  and 
unjust  discrimination  in  fact  against  the  interstate  localities. 

VI.  It  is  further  held  to  be  one  of  the  fundamental  dogmas  of 
rate-making  that  the  haulage  charge  per  mile  should  not  increase 
with  increasing  distance  if  the  conditions  be  the  same. 

The  foregoing  findings,  as  stated  by  the  master,  were  made 
"without  regard  to  the  justness  or  otherwise  in  fact  of  the  interstate 
rates  so  affected  by  such  local  rates.*'  The  determination  of  the 
reasonableness  of  the  interstate  rates  was  not  deemed  to  be  within 
the  province  of  the  court. 

*  *  *  X.  it 


Are  the  states'  acts  and  orders  confiscatory? 

The  rate-making  power  is  a  legislative  power  and  necessarily 
implies  a  range  of  legislative  discretion.  We  do  not  sit  as  a  board 
of  revision  to  substitute  our  judgment  for  that  of  the  legislature,  or 
of  the  commission  lawfully  constituted  by  it,  as  to  matters  within 
the  province  of  either.  San  Diego  Land  &  Town  Co.  v.  Jasper, 
189  U.  S.  439,  446,  47  L.  ed.  892,  896,  23  Sup.  Ct.  Rep.  571.  The 
case  falls  within  a  well-defined  category.  Here  we  have  a  general 
schedule  of  rates,  involving  the  profitableness  of  the  intrastate  oper- 
ations of  the  carrier  taken  as  a  whole,  and  the  inquiry  is  whether 
the  state  has  overstepped  the  constitutional  limit  by  making  the 
rates  so  unreasonably  low  that  the  carriers  are  deprived  of  their 
property  without  due  process  of  law,  and  denies  the  equal  protec- 
tion of  the  laws. 

The  property  of  the  railroad  corporation  has  been  devoted  to  a 
public  use.  There  is  always  the  obligation  springing  from  the  na- 
ture of  the  business  in  which  it  is  engaged — which  private  exigency 
may  not  be  permitted  to  ignore — that  there  shall  not  be  an  exorbi- 
tant charge  for  the  service  rendered.  But  the  state  has  not  seen 
fit  to  undertake  the  service  itself;  and  the  private  property  embarked 
in  it  is  not  placed  at  the  mercy  of  legislative  caprice.  It  rests  secure 
under  the  constitutional  protection  which  extends  not  merely  to 
the  title,  but  to  the  right  to  receive  just  compensation  for  the  service 
given  to  the  public. 

«  «  *  «  « 

In  determining  whether  that  right  has  been  denied,  each  case 
must  rest  upon  its  special  facts.  But  the  general  principles  which 
are  applicable  in  a  case  of  this  character  have  been  set  forth  in  the 
dicisions. 

( 1  )  The  basis  of  calculation  is  the  "fair  value  of  the  property" 
used  for  the  convenience  of  the  public.  Smyth  v.  Ames,  1  69  U.  S. 
546,  42  L.  ed.  849,  18  Sup.  Ct.  Rep.  418.  Or,  as  it  was  put  in 
San  Diego  Land  &  Town  Co.  v.  National  City,  1  74  U.  S.  757,  43 
L.  ed.  1161,  19  Sup.  Ct.  Rep.  804:  "What  the  company  is  entitled 
to  demand,  in  order  that  it  may  have  just  compensation,  is  a  fair 
return  upon  the  reasonable  value  of  the  property  at  the  time  it  is 
being  used  for  the  public."  See  also  San  Diego  Land  &  Town  Co. 
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v.  Jasper,  supra;  Willcox  v.  Consolidated  Gas  Co.,  2  1  2  U.  S.  1 9,  4 1 . 
53  L.  ed.  382,  395,  29  Sup.  Ct.  Rep.  192,  15  Ann.  Cas.  1034. 

(2 )  The  ascertainment  of  that  value  is  not  controlled  by  artificial 
rules.     It  is  not  a  matter  of  formulas,  but  there  must  be  a  reasonable 
judgment,  having  its  basis  in  a  proper  consideration  of  all  relevant 
facts.      The  scope   of   the  inquiry  was   thus  broadly   described   ra 
Smyth  v.  Ames  ( 1  69  U.  S.  pp.  546,  547)  : 

"In  order  to  ascertain  that  value,  the  original  cost  of  construction, 
the  amount  expended  in  permanent  improvements,  the  amount  and 
market  value  of  its  bonds  and  stock,  the  present  as  compared  with 
the  original,  cost  of  construction,  the  probable  earning  capacity  ot 
the  property  under  particular  rates  prescribed  by  statute,  and  the 
sum  required  to  meet  operating  expenses,  are  all  matters  for  con- 
sideration, and  are  to  be  given  such  weight  as  may  be  just  and  right 
in  each  case.  We  do  not  say  that  there  may  not  be  other  matters 
to  be  regarded  in  estimating  the  value  of  the  property.  What  the 
company  is  entitled  to  ask  is  a  fair  return  upon  the  value  of  that 
•which  it  employs  for  the  public  convenience.  On  the  other  hand, 
what  the  public  is  entitled  to  demand  is  that  no  more  be  exacted 
from  it  for  the  use  of  a  public  highway  than  the  services  rendered 
by  it  are  reasonably  worth." 

(3)  Where   the   business   of   the   carrier   is   both   interstate   and 
intrastate,  the  question  whether  a  scheme  of  maximum  rates  fixed 
by  the  state  for  intrastate  transportation  affords  a  fair  return  must 
be  determined  by  considering  separately  the  value  of  the  property 
employed     in     the     intrastate     business     and     the     compensation 
allowed   in   that   business   under   the   rates   prescribed.      This   was 
also  ruled  in  the  Smyth  case   (id.  p.   541).      The  reason,  as  there 
stated,  is  that  the  state  cannot  justify  unreasonably  low  rates  for 
domestic   transportaion,    considered   alone,    upon   the   ground   that 
the  carrier  is  earning  large  profits  on  its  interstate  business,  and,  on 
the  other  hand,  the  carrier  cannot  justify  unreasonably  high  rates 
on  domestic  business  because  only  in  that  way  is  it  able  to  meet 
losses  on  its  interstate  business. 

In  the  present  cases  the  necessity  of  this  segregation  of  the  domes- 
tic business  in  determining  values  and  results  of  operation  was  rec- 
ognized by  both  parties.  Voluminous  testimony  was  taken  before 
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the  master,  and  numerous  exhibits  containing  data  and  calculations 
were  submitted  for  the  purpose  of  showing  their  respective  esti- 
mates of  the  value  of  the  entire  property  of  the  carriers  in  Minne- 
sota, the  amount  of  income  and  expense  in  that  state,  their  theories 
of  apportionment  between  the  interstate  and  intrastate  business, 
and  their  contentions  as  to  the  net  return  for  intrastate  transporta- 
tion under  the  state  rates.  The  multitude  of  facts  which  are  involved 
makes  it  impossible  here  to  present  a  comprehensive  review,  even 
in  a  summary  way.  We  must  be  content  with  a  statement  of  the 
salient  points,  and  deal  only  with  those  matters  which,  after  care- 
ful consideration  of  the  entire  record,  we  regard  as  controlling  our 
decision. 

In  each  of  the  three  cases  (save  in  certain  particulars  with  respect 
to  that  of  the  Minneapolis  &  St.  Louis  Railroad  Company)  the 
method  adopted  by  the  master  was  as  follows: 

The  period  taken  for  the  purpose  of  testing  the  sufficiency  of  the 
rates  was  the  fiscal  year  ending  June  30,  1908.  During  this  period, 
all  the  rates  in  question,  freight  and  passenger,  were  actually  in 
force,  with  the  exception  of  the  commodity  rates  described  by 
the  act  of  April  18,  1907,  which  had  been  enjoined.  The  amount 
of  the  reduction  in  the  intrastate  revenue  which  would  have  been 
caused  by  the  application  of  the  commodity  rates  is  shown. 

The  master  found  the  present  value  of  the  entire  property  of  the 
carrier,  used  in  the  public  service  in  the  state  of  Minnesota.  This 
valuation  was  as  of  June  30,  1908,  and  was  made  on  the  basis 
of  the  cost  of  reproduction  new.  The  master  also  made  findings 
as  to  the  original  cost  of  construction,  and  as  to  the  present  value 
on  the  basis  of  cost  of  reproduction  new,  of  the  entire  system  of  the 
carrier.  The  estimated  value  of  the  railroad  property  within  the 
state  was  divided  between  the  freight  and  passenger  business  upon 
the  relation  of  the  gross  revenue  derived  from  each.  The  part  of 
the  total  value  which  was  thus  assigned  to  the  freight  business  within 
the  state  was  then  divided  between  the  interstate  and  intrastate 
freight  business  on  the  basis  of  gross  revenue;  and  a  similar  division 
was  made  between  the  interstate  and  intrastate  business  of  the  prop- 
erty value  assigned  to  the  passenger  department.  In  this  way  the 
master  found  the  value  of  the  property  used  in  intrastate  trans- 
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portation,  freight  and  passenger,  upon  which  he  computed  the  net 
return  received  by  the  carrier. 

There  was  no  substantial  dispute  as  to  the  amount  of  the  entire 
revenue  assignable  to  the  state  or  as  to  its  division  between  inter- 
state and  intrastate  business,  as  an  examination  of  the  transactions 
in  which  the  revenue  was  obtained  permitted  the  making  of  the 
requisite  apportionments  with  reasonable  certainty. 

The  master  also  ascertained  the  total  expense  incurred  by  the 
carrier  within  the  state.  This  expense  was  first  divided  between 
freight  and  passenger  business.  Those  items  of  cost  which  were 
directly  incurred  in  each  sort  of  business,  and  not  common  to  both, 
were  directly  assigned;  and  such  items  were  found  to  cover  about 
60  per  cent,  of  all  expenses.  The  remaining  items,  those  of  common 
expense,  were  divided  between  the  freight  and  passenger  business 
upon  the  relation,  as  to  most  of  them,  of  revenue  train-miles,  and 
as  to  the  others,  of  revenue  engine-miles. 

Having  thus  ascertained  the  share  of  the  expense  within  the  state 
of  the  freight  and  passenger  departments  respectively,  it  remained 
to  divide  that  share,  in  each  case,  between  the  interstate  and  intra- 
state business.  This  apportionment  was  made,  in  the  case  of  freight 
expense,  upon  what  was  termed  as  "equated  ton-mile  basis;'*  and 
in  the  case  of  passenger  expense  upon  an  "equated  passenger-mile 
basis."  That  is  to  say,  the  master  concluded  that  the  cost  per  ton- 
mile  of  doing  the  intrastate  freight  business  was  at  least  two  and 
one-half  times  the  cost  per  ton-mile  of  the  interstate  freight  busi- 
ness, and  hence  he  divided  the  total  freight  expense  according  to 
the  relation  of  the  interstate  and  intrastate  ton-miles  after  the  lat- 
ter had  been  increased  two  and  one-half  times.  In  the  case  of  the 
passenger  expense,  he  concluded  that  the  cost  per  passenger-mile  in 
the  intrastate  business  was  at  least  1  5  per  cent,  greater  than  that 
in  the  interstate  business,  and  the  total  passenger  expense  was 
divided  upon  the  relation  of  passenger  miles,  after  increasing  the 
intrastate  passenger-miles  15  per  cent.*  By  the  use  of  equalizing 
factors,  the  same  result  was  obtained  upon  what  was  an  "equated 
revenue  basis.  "§ 

*The  method  is  illustrated  from  the  following  extract  from  the 
findings  in  the  Northern  Pacific  Case: 
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Equated  Ton-Mile  Basis. 

Freight — On  basis  of   1    intrastate  ton-miles  costing  as  much  as 
2.5  interstate  ton-miles. 

Intrastate  ton-miles — 

Actual  Equated  Proportion  Operating  Exps. 

130,580,'988X2.5  =  326,452,470  =  25.362%  $1,355,273.82 

Interstate  ton-miles — 

Actual  Equated  Proportion  Operating  Exps. 

960,709,494X1.0  =  960,709,494  =  74.638%   $3,988,444.43 


1,091,290,482  1,287,161.964      100.000%   $5,343,718.25 


Equated  Passenger-Mile  Basis. 

Passenger — On  basis  of  1  00  intrastate  passenger-miles  costing  as 
much  as  1  1  5  interstate  passenger  miles. 

Intrastate  Passenger-miles — 

Actual  Equated  Proportion  Operating  Exps. 

52,317,140X1.15  ==  60,164,711=37.347%  $    863,325.18 

Interstate  Passenger-miles — 

Actual  Equated  Proportion  Operating  Exps. 

100,931,180X1.00=  100,931,180=62.653%  $1,448,306.77 


153,248,320  161,095,891     100.000%  $2,31 1,631.95 


§Equated  Revenue  Basis. — In  the  case  of  the  Northern  Pacific 
Company  it  was  found  that  the  relation  of  freight  revenue  per  ton 
per  mile  derived  from  the  intrastate  business,  as  compared  with 
the  interstate  business,  was  as  1.4387  is  to  1.0000.  The  relation  of 
cost  per  ton  per  mile  in  the  intrastate  business  in  proportion  to  rev- 
enue, to  the  cost  per  ton  per  mile  in  interstate  business  in  propor- 
tion to  revenue,  was  then  found  to  be  as  1.7377  is  to  1.0000,  as 
follows : 

250         1.4387          1.7377 


100          1.0000          1.0000 

The  actual  intrastate  freight  revenue  was  multiplied  by  1.7377 
to  obtain  the  equated  revenue,  and  thus  the  same  percentages  were 
obtained  as  on  the  equated  ton-mile  basis,  as  follows: 
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Equated  Revenue  Basis — Freight. 
Actual  Revenue  Equated  Revenue 

Intrastate  ..  $1,555,342.92x  1.7377=$2,702, 719.39=  25.362% 
Interstate  .        7,953,734.41x1.0000=   7,953,734.41=   74.638% 


$10,656,453.80     100.000% 

The  relation  of  revenue  per  passenger  mile,  intrastate  and  inter- 
state, was  found  to  be  as  1.0092  is  to  1.0000;  and  thus,  the  rela- 
tion of  cost  per  passenger  mile  in  relation  to  revenue  was  as  1 . 1  395 
is  to  1.0000.  The  division  was  then  made  as  follows: 

Equated  Revenue  Basis — Passenger. 
Actual  Revenue  Equated  Revenue 

Intrastate  ..  $1 ,01 5, 1 50.34>(  1. 1  395=$1, 1 56,763.81  =   37.347% 
Interstate  ..      1,940,718.17x1.0000=    1,940,718.17=  62.653% 


$3,097,481.98     100.000% 


The  net  profits  of  the  interstate  and  intrastate  businesses,  respec- 
tively, passenger  and  freight,  were  then  found  by  deducting  the 
apportioned  share  of  expense  from  the  apportioned  share  of  rev- 
enue, and  the  rate  per  cent,  of  the  net  profit  upon  the  rate  value 
assigned  to  each  sort  of  business  was  computed.  The  master  con- 
cluded that  the  returns  from  intrastate  transportation  were  unrea- 
sonably low,  and  hence  that  the  rates  in  question  were  confiscatory. 

The  validity  of  the  result  depends  upon  the  estimates  of  the 
value  of  the  property  within  the  state  and  the  apportionments  both 
of  value  and  expense  between  interstate  and  intrastate  operations. 

The  evidence  in  these  cases  demonstrates  that  the  appraisements 
of  the  St.  Paul  and  Minneapolis  properties  which  were  accepted  by 
the  master  were  in  substance  appraisals  of  what  was  considered  to 
be  the  peculiar  value  of  the  railroad  right  of  way.  Efforts  to  ex- 
press the  results  in  the  terms  of  a  theory  of  cost  of  reproduction 
fail,  as  naturally  they  must,  to  alter  or  obscure  the  essential  charac- 
ter of  the  work  undertaken  and  performed.  Presented  with  an 
impossible  hypothesis,  and  endeavoring  to  conform  to  it,  the  ap- 
praisers— men  of  ability  and  experience — were  manifestly  seek- 
ing to  give  their  best  judgments  as  to  what  the  railroad  right  of 
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way  was  worth.  And  doubtless  it  was  believed  that  it  might  cost 
even  more  to  acquire  the  property,  if  one  attempted  to  buy  into 
the  cities  as  they  now  exist,  and  all  the  difficulties  that  might  be 
imagined  as  incident  to  such  a  "reproduction"  were  considered. 
The  railroad  right  of  way  was  conceived  to  be  a  property,  sui  ge- 
neris, "a  large  body  of  land  in  a  continuous  ownership,"  represent- 
ing one  of  the  "highest  uses'*  of  property,  and  possessing  an  excep- 
tional value.  The  estimates  before  us,  as  approved  by  the  master, 
with  his  increase  of  25  per  cent,  in  the  case  of  the  Duluth  property, 
must  be  taken  to  be  estimates  of  the  "railway  value"  of  the  land; 
and  whether  or  not  this  is  conceived  of  as  paid  to  other  owners 
upon  a  hypothetical  reacquisition  of  the  property  is  not  controlling 
when  we  come  to  the  substantial  question  to  be  decided. 

That  question  is  whether,  in  determining  the  fair  present  value 
of  the  property  of  the  railroad  company  as  a  basis  of  its  charges 
to  the  public,  it  is  entitled  to  a  valuation  of  its  right  of  way  not  only 
in  excess  of  the  amount  invested  in  it,  but  also  in  excess  of  the 
market  value  of  contiguous  and  similarly  situated  property.  For 
the  purpose  of  making  rates,  is  its  land  devoted  to  the  public  use 
to  be  treated  (irrespective  of  improvements)  not  only  as  increas- 
ing in  value  by  reason  of  the  activities  and  general  prosperity  of 
the  community,  but  as  constantly  outstripping  in  this  increase,  all 
neighboring  lands  of  like  character,  devoted  to  other  uses?  If 
rates  laid  by  competent  authority,  state  or  national,  are  otherwise 
just  and  reasonable,  are  they  to  be  held  to  be  unconstitutional  and 
void  because  they  do  not  permit  a  return  upon  an  increment  so 
calculated  ? 

It  is  clear  that  in  ascertaining  the  present  value  we  are  not  limited 
to  the  consideration  of  the  amount  of  the  actual  investment.  If  that 
has  been  reckless  or  improvident,  losses  may  be  sustained  which  the 
community  does  not  underwrite.  As  the  company  may  not  be  pro- 
tected in  its  actual  investment,  if  the  value  of  its  property  be  plainly 
less,  so  the  making  of  a  just  return  for  the  use  of  the  property 
involves  the  recognition  of  its  fair  value  if  it  be  more  than  its  cost. 
The  property  is  held  in  private  ownership,  and  it  is  that  property, 
and  not  the  original  cost  of  it,  of  which  the  owner  may  not  be  de- 
prived without  due  process  of  law.  But  still  it  is  property  employed 
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in  a  public  calling,  subject  to  governmental  regulation,  and  while, 
under  the  guise  of  such  regulation,  it  may  not  be  confiscated,  it  is 
equally  true  that  there  is  attached  to  its  use  the  condition  that 
charges  to  the  public  shall  not  be  unreasonable.  And  -where  the 
inquiry  is  as  to  the  fair  value  of  the  property,  in  order  to  determine 
the  reasonableness  of  the  return  allowed  by  the  rate-making  power, 
it  is  not  admissible  to  attribute  to  the  property  owned  by  the  car- 
riers a  speculative  increment  of  value,  over  the  amount  invested  in 
it  and  beyond  the  value  of  similar  property  owned  by  others,  solely 
by  reason  of  the  fact  that  it  is  used  in  the  public  service.  That 
would  be  to  disregard  the  essential  conditions  of  the  public  use,  and 
to  make  the  public  use  destructive  of  the  public  right. 

The  increase  sought  for  "railway  value"  in  these  cases  is  an  in- 
crement over  all  outlays  of  the  carrier  and  over  the  values  of  similar 
land  in  the  vicinity.  It  is  an  increment  which  cannot  be  referred  to 
any  known  criterion,  but  must  rest  on  a  mere  expression  of  judg- 
ment which  finds  no  proper  test  or  standard  in  the  transactions  of 
the  business  world.  It  is  an  increment  which,  in  the  last  analysis, 
must  rest  on  an  estimate  of  the  value  of  the  railroad  use  as  compared 
with  other  business  uses;  it  involves  an  appreciation  of  the  returns 
from  rates  (when  rates  themselves  are  in  dispute)  and  a  sweeping 
generalization  embracing  substantially  all  the  activities  of  the  com- 
munity. For  an  allowance  of  this  character  there  is  no  warrant. 

Assuming  that  the  company  is  entitled  to  a  reasonable  share  in 
the  general  prosperity  of  the  communities  which  it  serves,  and  thus 
to  attribute  to  its  property  an  increase  in  value,  still  the  increase  so 
allowed,  apart  from  any  improvements  it  may  make,  cannot  prop- 
erly extend  beyond  the  fair  average  of  the  normal  market  value  of 
land  in  the  vicinity  having  a  similar  character.  Otherwise  we  enter 
the  realm  of  mere  conjecture.  We,  therefore,  hold  that  it  was  an 
error  to  base  the  estimates  of  value  of  the  right  of  way,  yards,  and 
terminals  upon  the  so-called  "railway  value"  of  the  property.  The 
company  would  certainly  have  no  ground  of  complaint  if  it  were 
allowed  a  value  for  these  lands  equal  to  the  fair  average  market 
value  of  similar  land  in  the  vicinity,  without  additions  by  the  use 
of  multipliers,  or  otherwise,  to  cover  hypothetical  outlays.  The 
allowances  made  below  for  conjectural  cost  of  acquisition  and  con- 
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sequential  damages  must  be  disapproved;  and,  in  this  view,  we  also 
think  it  was  error  to  add  to  the  amount  taken  as  the  present  value 
of  the  lands  the  further  sums,  calculated  on  that  value,  which  were 
embraced  in  the  items  of  "engineering,  superintendence,  legal  ex- 
penses," "contingencies,"  and  "interest  during  construction." 

By  reason  of  the  nature  of  the  estimates,  and  the  points  to  which 
the  testimony  was  addressed,  the  amount  of  the  fair  value  of  the 
company's  land  cannot  be  satisfactorily  determined  from  the  evi- 
dence, but  it  sufficiently  appears,  for  the  reasons  we  have  stated, 
that  the  amounts  found  were  largely  excessive. 

^  *  *  *  * 

The  property  other  than  land,  as  the  detailed  statement  shows, 
embraced  all  items  of  construction,  including  roadbed,  bridges,  tun- 
nels, etc.,  structures  of  every  sort,  and  all  appliances  and  equipment. 
The  cost  of  reproduction  new  was  ascertained  by  reference  to  the 
prices  for  such  work  and  property.  In  view  of  the  range  of  the 
questions  we  have  been  called  upon  to  consider,  we  shall  not  extend 
this  opinion  for  the  purpose  of  reviewing  this  estimate,  or  of  pass- 
ing upon  exceptions  to  various  items  in  it,  as  their  disposition  would 
not  affect  the  result. 

The  master  allowed  the  cost  of  reproduction  new  without  de- 
duction for  depreciation.  It  was  not  denied  that  there  was  depre- 
ciation in  fact.  As  the  master  said,  "everything  on  and  above  the 
roadbed  depreciates  from  wear  and  weather  stress.  The  life  of  a 
tie  is  from  eight  to  ten  years  only.  Structures  become  antiquated, 
inadequate,  and  more  or  less  dilapidated.  Ballast  requires  renewal, 
tools  and  machinery  wear  out,  cars,  locomotives  and  equipment,  as 
time  goes  on,  are  worn  out  or  discarded  for  newer  types."  But  it 
was  found  that  this  depreciation  was  more  than  offset  by  appre- 
ciation; that  "the  roadbed  was  constantly  increasing  in  value;"  that 
it  "becomes  solidified,  embankments  and  slopes  or  excavations  be- 
come settled  and  stable  and  so  the  better  resist  the  effects  of  rains 
and  frost;"  that  it  "becomes  adjusted  to  surface  drainage,  and  the 
adjustment  is  made  permanent  by  concrete  structures  and  riprap;" 
and  that  in  other  ways,  a  roadbed  long  in  use  "is  far  more  valuable 
than  one  newly  constructed."  It  was  said  that  "a  large  part  of  the 
depreciation  is  taken  care  of  by  constant  repairs,  renewals,  addi- 
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tions,  and  replacements,  a  sufficient  sum  being  annually  set  aside 
and  devoted  to  this  purpose,  so  that  this,  with  the  application  of 
roadbed  and  adaptation  to  the  needs  of  the  country  and  of  the 
public  served,  together  with  working  capital ....  fully  offsets  all 
depreciation  and  renders  the  physical  properties  of  the  road  not 
less  valuable  than  their  cost  of  reproduction  new."  And  in  a 
further  statement  upon  the  point,  the  "knowledge  derived  from  ex- 
perience" and  "readiness  to  serve"  were  mentioned  as  additional 
offsets. 

We  cannot  approve  this  disposition  of  the  matter  of  depreciation. 
It  appears  that  the  master  allowed,  in  the  cost  of  reproduction,  the 
sum  of  $1,613,612,  for  adaptation  and  solidification  of  roadbed, 
this  being  included  in  the  item  of  grading,  and  being  the  estimate  of 
the  engineer  of  the  state  commission  of  the  proper  amount  to  be 
allowed.  It  is  also  to  be  noted  that  the  depreciation  in  question  is 
not  that  which  has  been  overcome  by  repairs  and  replacements, 
but  is  the  actual  existing  depreciation  in  the  plant  as  compared  with 
the  new  one.  It  would  seem  to  be  inevitable  that  in  many  parts  of 
the  plant  there  should  be  such  depreciation,  as,  for  example,  in  old 
structures  and  equipment  remaining  on  hand.  And  when  an  esti- 
mate of  value  is  made  on  the  basis  of  reproduction  new,  the  extent 
of  existing  depreciation  should  be  shown  and  deducted.  This  ap- 
parently was  done  in  the  statement  submitted  by  this  company  to 
the  Interstate  Commerce  Commission  in  the  Spokane  Rate  Case  in 
connection  with  an  estimate  of  the  cost  of  reproduction  of  the  entire 
system  as  of  March,  1907.  See  15  Inters.  Com.  Rep.  395,  396.  In 
the  present  case,  it  appears  that  the  engineer  of  the  state  commis- 
sion estimated  the  depreciation  in  the  property  at  between  eight 
and  nine  million  dollars.  If  there  are  items  entering  into  the  esti- 
mate of  cost  which  should  be  credited  with  appreciation,  this  also 
should  appear,  so  that  instead  of  a  broad  comparison  there  should 
be  specific  findings  showing  the  items  which  enter  into  the  account 
of  physical  valuation  on  both  sides. 

It  must  be  remembered  that  we  are  concerned  with  a  charge  of 
confiscation  of  property  by  the  denial  of  a  fair  return  for  its  use; 
and  to  determine  the  truth  of  the  charge  there  is  sought  to  be  ascer- 
tained the  present  value  of  the  property.  The  realization  of  the 
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benefits  of  property  must  always  depend  in  large  degree  on  the 
ability  and  sagacity  of  those  who  employ  it;  but  the  appraisement  is 
of  an  instrument  of  public  service,  as  property,  not  of  the  skill  of 
the  users.  And  when  particular  physical  items  are  estimated  as 
worth  so  much  new,  if  in  fact  they  be  depreciated,  this  amount 
should  be  found  and  allowed  for.  If  this  is  not  done,  the  physical 
valuation  is  manifestly  incomplete.  And  it  must  be  regarded  as 
incomplete  in  this  case. 

APPORTIONMENT  OF  VALUES— As  the  rate  of  net  return 
from  the  entire  Minnesota  business  (Interstate  and  Intrastate)  dur- 
ing the  test  year  was  6.02  1  per  cent  on  a  valuation  of  $90,204.545, 
and  would  be  greater  if  computed  upon  a  less  value,  we  are  brought 
to  the  question  whether  the  methods  of  apportionment  adopted  are 
so  clearly  appropriate  and  accurate  as  to  require  a  finding  of  con- 
fiscation of  property  used  in  the  intrastate  business. 

The  apportionment  of  the  value  of  the  property,  as  found,  be- 
tween the  interstate  and  intrastate  business,  was  made  upon  the 
basis  of  the  gross  revenue  derived  from  each.  This  is  a  simple 
method,  easily  applied,  and  for  that  reason  has  been  repeatedly 
used.  It  has  not,  however,  been  approved  by  this  court,  and  its 
correctness  is  now  challenged.  Doubtless,  there  may  be  cases  where 
the  facts  would  show  confiscation  so  convincingly  in  any  event, 
after  full  allowance  for  possible  errors  in  computation,  as  to  make 
negligible  questions  arising  from  the  use  of  particular  methods.  But 
this  case  is  not  of  that  character. 

In  support  of  this  method,  it  is  said  that  a  division  of  the  prop- 
erty according  to  gross  earnings  is  a  division  according  to  the 
"value  of  the  use,"  and  therefore  proper.  But  it  would  seem  to  be 
clear  that  the  value  of  the  use  is  not  shown  by  gross  earnings.  The 
gross  earnings  may  be  consumed  by  expenses,  leaving  little  or  no 
profit.  If,  for  example,  the  intrastate  rates  were  so  far  reduced 
as  to  leave  no  net  profits,  and  the  only  profitable  business  was  the 
interstate  business,  it  certainly  could  not  be  said  that  the  value 
of  the  use  was  measured  by  the  gross  revenue. 

It  is  not  asserted  that  the  relation  of  expense  to  revenue  is  the 
same  in  both  businesses;  on  the  contrary,  it  is  insisted  that  it  is 
widely  different.  The  master  found  that  the  revenue  per  ton  mile 
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in  the  intrastate  business,  as  compared  with  the  revenue  per  ton 
mile  in  the  interstate  business,  was  as  1.4387  to  1.0000.  And,  on 
his  assumption  as  to  the  extra  cost  of  doing  the  intrastate  business, 
he  reached  the  conclusion  that  the  cost  per  ton  mile  in  proportion 
to  the  revenue  per  ton  mile  in  the  intrastate  business,  as  compared 
with  the  interstate  business,  was  as  1.7377  to  1.0000.  It  is  con- 
tended, according  to  the  computations,  that  only  a  little  over  1 0 
per  cent,  of  the  entire  net  revenue  of  the  test  year  ($5,43 1 ,5  1 4.66) 
was  made  in  the  intrastate  business,  and  that  90  per  cent,  thereof 
was  made  in  the  interstate  business;  but  approximately  2  1  per  cent, 
of  the  total  value  of  the  property  was  assigned  to  the  intrastate 
business. 

If  the  property  is  to  be  divided  according  to  the  value  of  the  use, 
it  is  plain  that  the  gross-earnings  method  is  not  an  accurate  measure 
of  that  value. 

In  Chicago,  M.  &  St.  P.  R.  Co.  v.  Thompkins,  1  76  U.  S.  167,  44 
L.  ed.  417,  20  Sup.  Ct.  Rep.  336,  the  court  below  had  found  the 
value  of  the  plaintiff's  property  in  South  Dakota  to  be  $1  0,000,000, 
and  had  divided  it  between  the  interstate  and  intrastate  business, 
according  to  the  gross  receipts  from  each.  Mr.  Justice  Brewer,  in 
delivering  the  opinion  of  the  Court,  after  referring  to  the  result 
reached,  said: 

"Such  a  result  indicates  that  there  is  something  wrong  in 
the  process  by  which  the  conclusion  is  reached.  That  there 
was,  can  be  made  apparent  by  further  computations,  and  in 
them  we  will  take  even  numbers  as  more  easy  of  comprehen- 
sion. Suppose  the  total  value  of  the  property  in  South  Da- 
kota was  $10,000,000,  and  the  total  receipts  from  interstate 
and  local  business  were  $1,000,000,  one  half  from  each. 
Then,  according  to  the  method  pursued  by  the  trial  court,  the 
value  of  the  property  used  in  earning  local  receipts  would  be 
$5,000,000,  and  the  per  cent,  of  receipts  to  value  would  be  1  0 
per  cent.  The  interstate  receipts  being  unchanged,  let  the 
local  receipts  by  a  proposed  schedule  be  reduced  to  one-fifth 
of  what  they  had  been,  so  that  instead  of  receiving  $500,000 
the  company  only  receives  $100,000.  The  total  receipts  for 
interstate  and  local  business  being  $600,000,  the  valuation  of 
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$  1  0,000,000  divided  between  the  two,  would  give  to  the  prop- 
erty engaged  in  earning  interstate  receipts  in  round  numbers 
$8,333,000,  and  to  that  engaged  in  earning  local  receipts 
$1,667,000.  But  if  $1,667,000  worth  of  property  earns 
$100,000,  it  earns  6  per  cent.  In  other  words,  although  the 
actual  receipts  from  local  business  are  only  one-fifth  of  what 
they  were,  the  earning  capacity  is  three-fifths  of  what  it  was. 
And  turning  to  the  other  side  of  the  problem,  it  appears  that 
if  the  value  of  the  property  engaged  in  interstate  business  is 
to  be  taken  as  $8,333,000,  and  it  earned  $500,000,  its  earn- 
ing capacity  was  the  same  as  that  employed  in  local  business 
— 6  per  cent.  So  that  although  the  rates  for  interstate  busi- 
ness be  undisturbed,  the  process  by  which  the  trial  court 
reached  its  conclusion  discloses  the  same  reduction  in  the 
earning  capacity  of  the  property  employed  in  interstate  busi- 
ness as  in  that  employed  in  local  business,  in  which  the  rates 
are  reduced." 

The  value  of  the  use,  as  measured  by  return,  cannot  be  made  the 
criterion  when  the  return  is  in  question.  If  the  return,  as  formerly 
allowed,  be  taken  as  the  basis,  then  the  validity  of  the  state's 
reduction  would  have  to  be  tested  by  the  very  rates  which  the  state 
denounced  as  exorbitant.  And,  if  the  return  as  permitted  under 
the  new  rates  be  taken,  then  the  state's  action  itself  reduces  the 
amount  of  value  upon  which  the  fairness  of  the  return  is  to  be 
computed. 

When  rates  are  in  controversy,  it  would  seem  to  be  necessary  to 
find  a  basis  for  a  division  of  the  total  value  of  the  property  inde- 
pendently of  revenue,  and  this  must  be  found  in  the  use  that  is 
made  of  the  property.  That  is,  there  should  be  assigned  to  each 
business  that  proportion  of  the  total  value  of  the  property  which 
will  correspond  to  the  extent  of  its  employment  in  that  business. 
It  is  said  that  this  is  extremely  difficult;  in  particular,  because  of  the 
necessity  for  making  a  division  between  the  passenger  and  freight 
business,  and  the  obvious  lack  of  correspondence  between  ton- 
miles  and  passenger-miles.  It  does  not  appear,  however,  that  these 
are  the  only  units  available  for  such  a  division;  and  it  would  seem 
that,  after  assigning  to  the  passenger  and  freight  departments  re- 
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spectively,  the  property  exclusively  used  in  each,  comparable  use- 
units  might  be  found  which  would  afford  the  basis  for  a  reasonable 
division  with  respect  to  property  used  in  common.  It  is  suggested 
that  other  methods  of  calculation  would  be  equally  unfavorable  to 
the  state  rates,  but  this  we  cannot  assume. 

It  is  sufficient  to  say  that  the  method  here  adopted  is  not  of  a 
character  to  justify  the  court  in  basing  upon  it  a  finding  that  the 
rates  are  confiscatory. 

APPORTIONMENT  OF  EXPENSES— As  already  stated,  it  was 
held  in  dividing  the  freight  operating  expenses,  that  the  cost  of  do- 
ing the  intrastate  freight  business  was  two  and  one-half  times  that  of 
doing  the  interstate  freight  business.  That  is  to  say,  the  division 
of  expenses  was  made  according  to  ton-miles,  interstate  and  intra- 
state, after  the  intrastate  ton-miles  had  been  increased  two  and  one- 
half  times. 

The  substantial  question  is  whether  the  proof  established  this 
extra  cost  with  that  degree  of  certainty  which  is  requisite  to  support 
a  decree  invalidating  the  state  rates. 

It  appeared  that  the  cost  of  intrastate  business  was  not  kept  sep- 
arately or  set  up  in  the  accounts  or  statistics  of  the  company. 

The  president  of  the  company  testified  as  to  his  judgment  in 
the  matter,  which  was  based,  in  the  absence  of  such  accounts,  upon 
the  general  facts  of  operation.  His  testimony  was  supported  by  that 
of  other  eminent  railroad  men,  who  testified  in  the  Great  Northern 
and  Minneapolis  and  St.  Louis  cases.  The  elements  entering  into 
the  greater  expense  of  doing  intrastate  business  were  defined  to  be: 
That  the  average  haul  was  shorter,  being  (in  the  case  of  the  North- 
ern Pacific)  104.52  miles  for  intrastate  transportation  as  against 
485.3  miles  for  interstate  transportation;  that  the  state  business 
had  to  be  handled  twice  at  terminals;  that  the  local  short-haul  busi- 
ness used  most  valuable  terminal  facilities  in  order  to  obtain  its 
proper  handling  from  the  larger  distributing  centers,  and  used  those 
facilities  to  a  greater  extent  for  the  tons  handled  than  did  the  longer 
through  business;  That  the  amount  of  clerical  and  warehouse  labor 
in  connection  with  the  local  business  was  much  greater  than  in  the 
case  of  the  long-haul  through  business;  that  the  chances  of  damage 
were  greater  in  the  short-haul  business  because  of  the  greater  num- 
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ber  of  individual  transactions;  that  in  the  short-haul  business  there 
was  an  excess  of  equipment  for  loading  and  unloading;  that  local 
or  way  freight  trains  were  "loaded  lighter;"  that  the  wear  and  tear 
on  the  local  trains  was  greater  because  of  frequent  stopping  and 
starting;  that  there  was  increased  switching,  resulting  in  greater 
damage  to  equipment  and  tracks;  that  the  local  train  was  generally 
on  the  road  more  hours  than  a  through  train,  and  therefore  con- 
sumed more  coal;  that  in  the  smaller  stations  the  amount  of  shifting 
was  large — that  many  of  the  local  trains  carried  passengers,  involv- 
ing two  stops  at  each  station,  one  for  passengers  and  the  other  for 
local  freight  work;  that  the  manner  of  operation  of  local  trains  in- 
creased the  chances  of  injury  to  employees;  that  the  short-haul 
business  moved  irregularly  and  spasmodically,  and  that  its  facili- 
ties were  worked  at  their  full  capacity  only  for  limited  periods. 

From  these  considerations,  which  were  elaborated  in  the  testi- 
mony, the  witness  reached  the  conclusion  that  the  "so-called  local 
short-haul  intrastate  business  costs  anywhere  from  three  to  six  or 
seven  times  as  much  as  the  so-called  long-haul  through  interstate 
business."  In  the  Great  Northern  case,  the  witnesses  expressed  the 
opinion  that  the  extra  cost  of  intrastate  freight  was  three  or  four 
times  greater  than  that  of  the  interstate  freight.  One  witness  said 
that  it  would  be  from  four  to  six  times.  These  estimates,  it  is  under- 
stood, had  relation  to  the  cost  per  ton  mile. 

The  appellants  do  not  dispute  that  business  carried  for  short 
distances  on  local  trains  is  more  expensive  than  the  handling 
of  other  business,  but  it  is  insisted  that  this  is  due  solely  to  the 
different  train  service  that  it  receives.  It  is  said  that  all  through 
trains  start  from  divisional  points  and  run  from  one  end  of  the 
division  to  the  other  without  stop;  that  the  local  trains  are 
made  up  of  cars  carrying  business  destined  for  points  inter- 
mediate the  termini  of  the  division,  and  take  up  all  traffic 
originating  at  the  intermediate  stations;  that  the  word  "local," 
as  applied  to  these  trains,  is  not  synonymous  with  intrastate, 
but  that  the  local  trains  carry  a  large  part  of  the  interstate 
traffic,  both  in  receiving  and  distributing  it;  and  that  by  far  the 
greater  part  of  the  extra  cost  of  the  local  train  service  is  prop- 
erly chargeable  to  interstate  business.  It  is  also  insisted  that  so 
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far  as  this  extra  expense  can  be  charged  to  interstate  business, 
it  is  adequately  met  by  the  additional  revenue  of  that  busi- 
ness, which  per  ton  mile,  as  compared  with  the  interstate  busi- 
ness, is  as  1.4387  to  1.0000. 

To  establish  these  propositions,  and  to  meet  the  testimony 
of  the  complainants'  witnesses,  the  appellants  introduced  an 
elaborate  series  of  calculations,  made  by  a  professional  ac- 
countant, which  were  deduced  from  the  results  of  an  extended 
examination  of  the  records  of  the  companies.  The  witness 
made  computations  as  to  the  character  of  the  freight  on  each 
road,  dividing  it  between  through  and  local  freight  upon  each 
operating  division,  and  then  sub-dividing  it  between  intrastate 
and  interstate  freight.  It  is  contended  by  the  appellants  that 
these  calculations  are  sufficient  to  show  that  in  the  case 
of  the  Northern  Pacific,  about  91  per  cent,  of  the  freight 
on  through  trains  was  interstate  and  about  9  per  cent, 
intrastate,  and  that  on  the  local  trains  the  interstate  freight 
amounted  to  68.67  per  cent.,  and  the  intrastate,  31.33  per 
cent.  Calculations  of  this  witness  were  also  introduced,  show- 
ing his  division  of  the  total  expenses  between  the  passenger 
and  freight  business,  and  then  in  each  department  between 
the  interstate  and  intrastate  business;  and  by  means  of  these, 
it  was  estimated  that,  under  the  rates  in  question  (assuming 
them  to  have  been  applied  to  the  business  of  the  fiscal  year 
ending  June  30,  1907,  to  which  the  calculations  were  direct- 
ed), the  net  profits  on  the  intrastate  business  as  a  whole  would 
have  been  slightly  more  than  6  per  cent,  upon  an 
amount  equal  to  the  share  of  property  value  attributed  to  that 
business  by  the  master's  estimate  and  apportionment  of  the 
total  value. 

These  computations  are  assailed  by  the  appellees  as  inaccu- 
rate and  as  based  upon  erroneous  estimates.      We  shall  not 
go  into  the  details,  and,  for  the  present  purpose,  we  may  as- 
sume that  the  appellees  are  right  in  their  criticism. 
Our  conclusions  may  be  briefly  stated.      The  statements  of  the 
complainants'  witnesses  as  to  the  extra  cost  of  interstate  business, 
while  entitled  to  respect  as  expressions  of  opinion,   manifestly  in- 
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volve  wide  and  difficult  generalizations.  They  embrace,  without 
the  aid  of  statistical  information  derived  from  appropriate  tests  and 
submitted  to  careful  analysis,  a  general  estimate  of  all  the  conditions 
of  transportation,  and  an  effort  to  express  in  the  terms  of  a  definite 
relation,  or  ratio,  what  clearly  could  be  accurately  arrived  at  only 
by  prolonged  and  minute  investigation  of  particular  facts  with  re- 
spect to  the  actual  traffic  as  it  was  being  carried  over  the  line.  The 
extra  cost,  as  estimated  by  these  witnesses,  is  predicated  not 
simply  of  haulage  charges,  but  of  all  the  outlays  of  the  freight  ser- 
vice, including  the  share  of  the  expenses  for  maintenance  of  way 
and  equipment  assigned  to  the  freight  department.  And  the  ratio, 
to  be  accurately  stated,  must  also  express  the  results  of  a  suitable 
discrimination  between  the  interstate  and  intrastate  traffic  on  through 
and  local  trains  respectively,  and  of  an  attribution  of  the  proper 
share  of  the  extra  cost  of  local  train  service  to  the  interstate  traffic 
that  uses  it.  The  wide  range  of  the  estimates  of  extra  cost,  from 
three  to  six  or  seven  times  that  of  the  interstate  business  per  ton 
mile,  shows  both  the  difficulty  and  the  lack  of  certainty  in  passing 
judgment. 

We  are  of  the  opinion  that,  on  an  issue  of  this  character,  involv- 
ing the  constitutional  validity  of  state  action,  general  estimates  of 
the  sort  here  submitted,  with  respect  to  a  subject  so  intricate  and 
important,  should  not  be  accepted  as  adequate  proof  to  sustain  a 
finding  of  confiscation.  While  accounts  have  not  been  kept  so  as 
to  show  the  relative  cost  of  interstate  and  intrastate  business,  giv- 
ing particulars  of  the  traffic  handled  on  through  and  local  trains, 
and  presenting  data  from  which  such  extra  cost  as  there  may  be,  of 
intrastate  business,  may  be  suitably  determined,  it  would  appear 
to  have  been  not  impracticable  to  have  had  such  accounts  kept  or 
statistics  prepared,  at  least  during  test  periods,  properly  selected.  It 
may  be  said  that  this  would  have  been  a  very  difficult  matter  but  the 
company,  having  assailed  the  constitutionality  of  the  state  acts  and 
orders,  was  bound  to  establish  its  case,  and  it  was  not  entitled  to 
rest  on  expressions  of  judgment  when  it  had  it  in  its  power  to  pre- 
sent accurate  data  which  would  permit  the  court  to  draw  the  right 
conclusion. 

We  need  not  separately  review  the  findings  with  respect  to  the 
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division  of  passenger  expenses,  as  the  same  considerations  are  in- 
volved, with  the  distinction,  however,  that  the  extra  cost  attributed 
to  the  intrastate  business  is  relatively  small  as  compared  with  that 
charged  to  intrastate  freight.  And,  in  view  of  the  conclusions 
reached  on  the  controlling  questions  we  have  considered,  we  ex- 
press no  opinion  with  respect  to  the  method  adopted  in  dividing  ex- 
penses between  the  passenger  and  freight  departments. 
*  *  *  *  * 

As  neither  the  share  of  the  expenses  properly  attributable  to  the 
intrastate  business,  nor  the  value  of  the  property  employed  in  it, 
was  satisfactorily  shown,  and  hence  it  did  not  appear  upon  the  facts 
proved  that  a  fair  return  had  been  denied  to  the  company,  we  are 
of  the  opinion  that  the  complainant  failed  to  sustain  his  bill. 
***** 

GREAT  NORTHERN  RAILWAY  COMPANY. 
What  has  already  been  said  in  the  case  of  the  Northern  Pacific 
Company  with  respect  to  estimates  of  value,  the  apportionment  of 
value,  the  testimony  as  to  the  extra  cost  of  doing  the  intrastate  busi- 
ness, and  the  division  of  expenses  between  interstate  and  intrastate 
business,  is  equally  applicable  here.  In  these  respects  there  is  no 
material  distinction  between  the  two  cases,  and  the  same  conclu- 
sion must  be  reached  in  both. 

***** 

MINNEAPOLIS  &  ST.  LOUIS  RAILROAD  COMPANY. 
It  is  not  necessary  here  to  reproduce  the  computations,  as  we  are 
satisfied,  after  a  careful  examination  of  the  evidence,  that  while 
the  methods  of  estimating  value,  and  of  apportionment,  which 
have  been  disapproved  in  the  discussion  of  the  cases  of  the  other 
companies,  are  subject  to  the  same  objections  in  this  case,  so  far  as 
they  have  been  employed,  the  margin  of  error  which  may  be  im- 
puted to  them  is  not  sufficiently  great  to  change  the  result.  The  net 
return  from  the  entire  business  in  Minnesota,  interstate  and  intra- 
state, fell  to  $742,000  in  the  fiscal  year  ending  June  30,  1908,  and 
it  is  plain  that  the  latter  amount  would  have  been  largely  reduced 
had  the  commodity  rate  act  been  enforced.  In  view  of  the  actual 
results  of  the  business  in  the  state,  and  the  clearly  established  facts 
with  respect  to  the  conditions  of  traffic  upon  this  road,  the  conclu- 
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sion  cannot  be  escaped  that  the  rates  prescribed  by  the  acts  and 
orders  of  Minnesota  would  not  permit  a  fair  return  to  this  company. 
Without  approving,  therefore,  the  methods  of  calculation  which 
have  been  adopted,  but  recognizing  the  peculiar  situation  of  this 
road,  and  the  undoubted  effect  of  the  rates  in  question  upon  its  rev- 
enues, we  are  of  the  opinion  that  the  decree,  so  far  as  it  rests  upon 
the  confiscatory  character  of  the  rates  as  applied  to  this  company, 
should  be  affirmed.  In  the  desire,  however,  to  prevent  the  possi- 
bility that  the  decree  may  operate  injuriously  in  the  future,  we  shall 
modify  it  by  providing  that  the  members  of  the  Railroad  &  Ware- 
house Commission,  and  the  attorney  general  of  the  state,  may  apply 
at  any  time  to  the  court,  by  bill  or  otherwise,  as  they  may  be  ad- 
vised, for  a  further  order  or  decree,  whenever  it  shall  appear  that, 
by  reason  of  a  change  in  the  circumstances,  the  rates  fixed  by  the 
state's  acts  and  orders  are  sufficient  to  yield  to  the  company  rea- 
sonable compensation  for  the  services  rendered. 


JOHN  A.  KNOTT,  ET  AL. 
vs. 

CHICAGO,  BURLINGTON  &  QUINCY  R.  R.  CO.,  ET  AL. 

Decided  June    16,    1913. 
(U.  S.  Supreme  Court  Advance  Sheets,  Aug.   1  9  1  3— Page  975.) 

We  are  thus  brought  to  the  question  whether  the  action  of  the 
state  was  confiscatory;  that  is,  whether,  by  reduction  in  the  rates 
of  which  complaint  is  made,  the  carriers  were  denied  the  just  com- 
pensation to  which  they  were  entitled  for  the  use  of  their  property 
in  the  public  service.  It  is  to  be  observed  that  the  freight  rate  acts 
of  1907  applied  only  to  a  portion  of  freight  transportation;  that  is, 
to  the  transportation  of  specified  commodities  in  carload  lots.  But, 
as  we  have  said,  it  is  contended  that  the  return  from  the  intrastate 
business  was  already  inadequate,  and  that  the  scope  of  the  state's 
action  in  the  passage  of  the  passenger  fare  act  and  the  commodity 
rate  acts  was  such  as  necessarily  to  preclude  a  fair  return  upon  that 
business,  taken  as  a  whole.  If  it  be  assumed  that  the  question  of 
the  profitableness  of  the  entire  intrastate  operations  is  thus  present- 
ed, the  inquiry  leads  at  once  to  a  consideration  of  the  fair  value  of 
the  property  devoted  to  the  public  use. 

28 


The  findings  of  value  made  by  the  court  below,  in  the  case  of 
seven  of  the  nine  companies  were  the  same  as  the  valuations  placed 
respectively  upon  the  properties  by  the  state  assessing  board,  for  the 
purpose  of  taxation,  multiplied  by  3.  The  multiplication  was  made 
because  the  assessments  were  on  the  basis  of  one  third  of  the  value 
in  the  judgment  of  the  state  board.  In  the  case  of  two  of  the  com- 
panies, the  St.  Louis  &  Hannibal  and  the  Kansas  City,  Clinton  & 
Springfield,  the  value  as  found  was  equal  to  twice  the  assessed  valu- 
ation; that  is,  the  value  was  taken  to  be  two-thirds  of  the  estimate 
of  the  assessing  board. 

None  of  the  members  of  the  state  assessing  board  was  examined. 
There  is  no  satisfactory  proof  of  the  grounds  of  their  judgment. 
Nor  was  it  shown  that  these  valuations,  made  by  them  for  the  pur- 
poses of  taxation,  were  upon  a  basis  which  could  properly  be  taken 
in  determining  the  fair  value,  where  the  sufficiency  of  prescribed 
rates  is  involved  and  the  issue  is  one  of  confiscation. 

It  is  urged  that  there  was  other  evidence  in  support  of  the  con- 
clusions reached.  The  court  below,  while  finding  values  equal  to 
those  estimated  by  the  state  assessing  board,  also  found  that  apart 
from  the  valuations  of  the  state  board,  and  upon  the  whole  evi- 
dence, the  property  was  at  least  worth  the  amounts  mentioned  in 
the  findings.  It  was  said  that  there  had  been  considered  "the 
immense  terminal  values  of  most  of  the  roads,  the  amount  of  stocks 
and  bonds  outstanding,  what  it  would  cost  to  duplicate  the  proper- 
ties both  with  and  without  terminals  in  the  large  cities,  and  all  the 
evidence  bearing  on  present  values.*' 

On  examining  the  evidence,  however,  we  find  it  to  be  too  gen- 
eral and  inconclusive  to  be  regarded  as  sufficient  proof  to  sustain 
the  values  as  found.  Undoubtedly  the  companies  possessed  valu- 
able terminals,  but  what  the  values  were  was  not  suitably  shown. 
There  is  an  absence  of  evidence,  appropriately  specific,  dealing 
with  the  lands,  improvements,  structures,  equipment,  and  other 
property  owned  by  each  company,  and  showing  what  the  various 
items  of  property  were  worth.  It  would  seem  manifest  from  the 
character  of  the  evidence  which  can  be  supposed  to  have  relation 
to  value,  that  reliance  was  principally  placed  upon  the  estimates  of 
the  state  assessing  board.  There  was  proof  of  the  amount  of  stocks 
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and  bonds,  of  earnings,  and  also  testimony  as  to  the  cost  of  certain 
recent  construction;  but  while  these  matters  could  properly  be  con- 
sidered in  reaching  a  conclusion,  we  fail  to  find  any  adequate  basis 
for  the  definite  findings  of  value  that  have  been  made.  We  are 
referred  to  the  testimony  of  two  witnesses  for  the  complainants, 
men  of  considerable  experience  in  railroad  affairs,  but  this  consisted 
of  broad  estimates. 

*  *  ¥  *  * 

It  is  clear  that  testimony  of  this  general  character  cannot  be 
deemed  sufficient  to  support  a  finding  of  confiscation,  or  to  justify 
the  annulment  of  the  legislative  acts  of  the  state. 

In  the  case  of  the  Chicago,  Burlington  &  Quincy  Company,  the 
value  of  the  property  in  the  state  of  Missouri  was  fixed  at  the 
amount  of  $53,172,907.83.  This  amount,  as  stated  in  the  exhibit 
of  computations  submitted  by  the  company  to  the  court,  was  pre- 
cisely three  times  "the  assessment  for  1908"  ($17,724,302.61), 
the  assessment  being  made  upon  the  basis  of  one-third  of  the 
board's  estimate.  The  court  found  that  the  mileage  in  Missouri 
was  1,136.34  miles,  and  that  the  value  as  fixed  amounted  to 
$46,793  a  mile.  If  this  valuation  were  extended  to  the  mileage 
of  the  entire  system,  it  would  mean  that,  for  the  purpose  of  deter- 
mining the  validity  of  prescribed  rates  and  the  issue  of  confisca- 
tion, the  Burlington  property  as  a  whole  should  be  regarded  as 
worth  over  $400,000,000.  According  to  the  evidence,  as  stated 
in  the  brief  of  counsel  for  the  company,  the  actual  bonded  indebt- 
edness of  the  company  at  the  time  in  question  was  $1  74,1  72,000, 
and  its  stock,  $1  10,839,100,  making  a  total  of  $285,01  1,100.  In 
short,  the  contention  would  be,  on  this  basis  of  valuation  extended  to 
the  system,  that  unless  the  Burlington  were  permitted  to  calculate 
its  fair  return  upon  an  amount  exceeding  by  more  than  $1  15,000,- 
000  its  total  capitalization,  it  would  be  deprived  of  its  property  with- 
out due  process  of  law. 

Manifestly,  a  finding  of  confiscation  could  not  be  based  on  such 
a  valuation  in  the  absence  of  clear  and  convincing  proof  that  the 
value  actually  existed,  and  that  the  different  items  of  property  were 
estimated,  respectively,  by  correct  methods,  and  in  accordance  with 
proper  criteria  of  value.  This  proof  was  lacking.  In  the  case  of 
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the  other  roads,  although  the  special  considerations  which  have 
been  mentioned  with  respect  to  the  Burlington  property  may  not 
be  applicable,  still  we  are  left  in  uncertainty  as  to  the  correctness 
of  specific  valuations  which  have  been  made.  It  cannot  be  regarded 
as  sufficient  to  introduce  assessments,  or  valuations  made  for  the 
purposes  of  taxation;  and  this  is  particularly  true  when  the  prin- 
ciples governing  the  assessments  are  not  properly  shown,  and  for 
all  that  appears,  they  may  have  rested  upon  methods  of  appraise- 
ment which  would  be  inadmissible  in  ascertaining  the  reasonable 
value  of  the  property  as  a  basis  for  charges  to  the  public.  Simpson 
v.  Shepard,  229  U.  S.  —  ante,  729,  33  Sup.  Ct.  Rep.  729. 

There  is  a  further  question,  and  that  is,  whether  these  estimates 
of  value  which  the  court  below  adopted  in  its  findings  were  accept- 
ed by  the  defendants  and  hence  are  not  open  to  objection  here.  It 
is  undoubtedly  true  that  these  estimates  were  used  in  the  computa- 
tions, on  both  sides,  which  were  submitted  to  the  court.  The 
amounts  assessed  respectively  were  conceded,  and  it  was  also  agreed 
that  the  assessments  were  made  at  one  third  the  value  in  the  judg- 
ment of  the  board.  Concessions  of  this  sort  were  made  at  various 
times  during  the  taking  of  evidence,  and  the  following  extracts  from 
the  record  are  sufficient,  we  think,  to  show  their  nature. 
*  «  *  «  « 

The  value  of  the  entire  property  within  the  state,  as  found,  was 
apportioned  between  the  interstate  and  intrastate  business,  passen- 
ger and  freight,  according  to  the  gross  revenue  derived  from  each. 

The  reasons  for  disapproving  this  method  were  stated  in  Simp- 
son v.  Shepard,  supra,  and  the  ruling  there  made  is  controlling 
here. 

A  large  part  of  the  controversy  relates  to  the  division  of  ex- 
penses between  the  interstate  and  intrastate  traffic.  It  is  contended 
by  the  defendants  that  the  division  should  have  been  made  with 
respect  to  freight  according  to  the  relation  of  ton  miles,  and  that  the 
passenger  expense  should  have  been  divided  according  to  the 
relation  of  passenger  miles,  or,  to  include  another  factor  upon  which 
the  defendants  insist,  according  to  passenger  miles  and  "service 
rendered, " — meaning  by  the  latter  that  the  quality  of  the  service 
should  be  taken  into  account. 
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The  court  made  the  division  in  each  case  upon  the  basis  of  gross 
revenue,  with  an  addition  for  the  extra  cost  of  intrastate  traffic, 
this  being  estimated  at  not  less  than  50  per  cent,  in  the  case  of 
freight,  and  not  less  than  25  per  cent,  in  the  case  of  passengers. 

It  is  evident  that  in  an  apportionment  of  expenses  either  upon 
the  revenue  method,  or  upon  the  ton  mile  and  passenger  mile 
method,  relations  may  be  assumed  which  do  not  in  fact  exist.  Thus, 
a  division  of  expenses  according  to  gross  revenue  assumes  that  the 
cost  in  relation  to  revenue  is  the  same  with  respect  both  to  intrastate 
and  interstate  traffic;  in  fact,  it  may  be  very  different.  A  greater 
average  sum  may  be  charged  for  intrastate  than  for  interstate  hauls; 
and  this  greater  sum  may  or  may  not  be  equal  to  the  difference  in 
cost.  In  the  Minnesota  cases,  the  master  found  that  the  revenue 
per  ton  per  mile  derived  from  intrastate  business,  as  compared  with 
interstate  business,  was,  with  respect  to  the  Northern  Pacific  Co.,  as 
1.4387  to  1.0000  and  with  respect  to  the  Great  Northern  Co.,  as 
2.02894  to  1.00000  and  there  is  further  illustration  in  the  pres- 
ent case,  it  appearing,  for  example,  that  in  the  case  of  the  St.  Louis 
&  San  Francisco  Co.,  the  revenue  per  ton  per  mile  from  the  intra- 
state business  as  compared  with  the  interstate  business,  was  as 
1.7286  to  1.0000;  and  in  that  of  the  Chicago,  Burlington  &  Quincy 
Co.  approximately  as  2  to  1.  An  apportionment  of  expenses  on 
the  basis  of  revenue  which  did  not  take  into  consideration  the  dif- 
ference in  revenue  in  relation  to  cost,  in  the  two  classes  of  traffic, 
would  be  plainly  inaccurate. 

On  the  other  hand,  a  division  according  to  ton  miles  assumes 
that  the  cost  of  moving  a  ton  of  intrastate  freight  one  mile  is  the 
same  on  the  average  as  the  cost  of  moving  a  ton  of  interstate  freight 
one  mile.  If  the  average  cost  differs  in  the  two  classes  of  traffic, 
the  difference  must  be  allowed  for  in  order  to  make  a  correct  ap- 
portionment of  the  total  expense. 

When  the  apportionment  is  on  the  revenue  basis,  with  an  allow- 
ance such  as  was  made  by  the  court  below  for  the  assumed  extra 
cost  of  intrastate  traffic,  it  is  manifest  that  the  purpose  is  to  express 
in  a  given  percentage  the  additional  cost  of  intrastate  traffic  in  pro- 
portion to  revenue.  This  was  clearly  illustrated  in  the  computations 
made  by  the  master  in  the  Minnesota  cases,  229  U.  S.  — ,  ante,  729, 
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33  Sup.  Ct.  Rep.  729.  The  master  concluded  that  the  cost  per 
ton  mile  of  doing  intrastate  freight  business  was  two  and  one-half 
times  that  of  doing  interstate  freight  business.  The  division  of  ex- 
penses was  then  made  according  to  ton  miles  after  increasing  the 
intrastate  ton  miles  two  and  one-half  times.  To  reach  the  same 
result  on  the  revenue  basis  it  was  necessary  to  ascertain  the  rela- 
tion of  cost  per  ton  mile  in  proportion  to  revenue,  and  for  this 
purpose,  for  example,  in  the  Northern  Pacific  case,  the  relation  of 
cost  per  ton  mile  (2.5  to  1.0)  was  divided  by  the  relation  of  rev- 
enue per  ton  mile  (1.4387  to  1.0000),  and  the  relation  of  cost  in 
proportion  to  revenue  was  thus  found  to  be  as  1.7377  to  1.0000. 
The  division  of  expenses  was  then  made  upon  the  revenue  basis 
after  multiplying  the  intrastate  revenue  by  1.7377;  and  the  result, 
of  course,  was  identical  with  that  obtained  upon  the  ton-mile  basis, 
as  already  stated. 

The  allowance  of  50  per  cent,  (which  was  made  below)  for  the 
extra  cost  corresponds  in  its  nature  to  the  73.77  per  cent,  allowed 
in  the  Minnesota  case  on  the  "equated  revenue  basis."  If,  for  ex- 
ample, it  were  assumed  that  it  cost  three  times  as  much  per  ton  mile 
to  do  the  intrastate  freight  business  as  the  interstate,  and  the  reve- 
nue per  ton  mile  of  the  former  was  twice  that  of  the  latter,  the  cost 
in  proportion  to  revenue  would  be  50  per  cent.  more.  Or,  if  the 
assumption  was  that  the  intrastate  freight  business  cost  two  and  one 
half  times  as  much  per  ton  mile  as  the  interstate,  and  the  revenue 
per  ton  mile  of  the  former,  as  compared  with  the  latter,  was  as 
1.66  to  1.00  (as  it  is  said  to  be  in  the  case  of  the  Atchison,  Topeka 
and  Santa  Fe  Company),  the  extra  cost  in  proportion  to  revenue 
would  be  substantially  50  per  cent. 

»  •  »  *  • 

We  have  then,  in  substance  the  same  question  that  was  present- 
ed in  the  Minnesota  cases  with  respect  to  the  evidence  of  the  addi- 
tional cost  of  transacting  the  intrastate  business.  There  are  nu- 
merous expressions  of  judgment  on  the  part  of  the  witnesses  as  to 
the  amount  of  the  intrastate  cost,  some  estimating  it  on  the  revenue 
basis  and  others  on  the  ton  mile  basis.  The  estimates  took  a  simi- 
larly wide  range,  making  the  cost  of  the  intrastate  or  short-haul 
business  from  two  to  eight  or  more  times  that  of  the  interstate 
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long-haul  business.  There  was  also  testimony  on  each  side  as  to 
certain  tests,  but  these  covered  only  a  few  days.  We  can  reach  no 
different  conclusion  from  that  stated  in  the  decision  to  which  we 
have  referred,  that,  in  an  issue  of  this  character,  involving  the  con- 
stitutional validity  of  state  action,  general  estimates  of  the  sort 
here  submitted  with  respect  to  a  subject  as  intricate  and  important 
should  not  be  accepted  as  adequate  proof  to  sustain  a  finding  of 
confiscation.  Simpson  v.  Shepard,  supra. 

For  the  reasons  that  have  been  set  forth,  we  must  conclude  that, 
save  in  the  cases  mentioned  below,  the  complainants  failed  to  sus- 
tain their  bills. 


WILLIAM  J.  WOOD  ET  AL. 

vs. 
VANDALIA  RAILROAD  COMPANY. 

Decided  October  20,    1913. 
(U.  S.  Supreme  Court  Advance  Opinions,  Dec.   1913,  P.  7.) 

The  bill  in  this  suit  was  filed  by  the  Vandalia  Railroad  Com- 
pany, appellee,  to  restrain  the  enforcement  of  an  order  made  by 
the  Railroad  Commission  of  Indiana,  on  December  14,  1906,  pre- 
scribing maximum  freight  rates  for  certain  intrastate  traffic.  The 
ground  for  attack  was  that  the  rates  so  fixed  would  not  yield  suffi- 
cient revenue  to  pay  the  actual  cost  of  the  transportation  covered 
by  the  order,  and,  hence,  that  the  order  violated  the  1  4th  Amend- 
ment of  the  Constitution  of  the  United  States.  The  case  was  re- 
ferred to  a  special  master,  who  made  a  report,  sustaining  the  con- 
tention of  the  railroad  company,  which  was  confirmed  by  the 
circuit  court.  Decree  was  entered  accordingly,  setting  aside  the 
order,  and  permanently  enjoining  proceedings  to  enforce  it.  Mem- 
bers of  the  commission,  and  the  shippers  on  whose  petition  this  ac- 
tion was  taken  (who  were  made  defendants  below),  prosecute  this 
appeal. 

The  assignments  of  error  are  addressed  to  the  single  point  that 
the  evidence  failed  to  warrant  the  conclusion  that  the  prescribed 
rates  were  so  unreasonably  low  that,  if  they  were  maintained,  the 
company  would  be  deprived  of  its  property  without  due  process  of 
law. 

*  ¥  *  *  * 
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The  order  applied  to  that  portion  of  the  Vandalia  Company's 
road  which  lay  between  Indianapolis  and  the  western  boundary  of 
Indiana,  a  distance  of  about  80  miles,  which  originally  belonged  to 
the  Terre  Haute  &  Indianapolis  Company.  The  order  was  further 
limited  to  the  freight  traffic  moving  on  "class  rates'*;  that  is,  to  the 
traffic,  having  its  origin  and  destination  on  this  part  of  the  com- 
pany's line,  -which  was  embraced  in  the  six  classes  of  the  "Official 
Classification"  as  theretofore  established  by  the  company.  The  ex- 
isting class  rates  were  found  by  the  commission  to  be  unreasonably 
high,  and  the  maximum  rates  in  question  were  ordered  to  be  sub- 
stituted as  just  and  reasonable. 

There  was  no  proof  of  the  value  of  the  complainant's  property 
within  the  state  of  Indiana,  or  of  the  return  it  received  from  its  en- 
tire intrastate  business.  Nor  was  there  proof  of  the  value  of  that 
portion  of  its  road  which  was  affected  by  the  order,  or  of  the  re- 
turn from  all  of  its  intrastate  business  upon  that  part  of  its  lines. 
No  attempt  was  made  to  supply  proof  of  that  sort.  For  all  that 
appears,  the  Vandalia  Company  might  enjoy,  notwithstanding  the 
enforcement  of  the  rates  in  question,  ample  revenue  from  its  intra- 
state operations  to  give  it  a  fair  return  both  as  to  all  its  lines  within 
the  state  and  also  as  to  that  portion  to  which  the  order  referred. 
V  *  «  *  * 

The  conclusion  in  the  court  below  was  reached  in  the  following 
manner:  The  complainant  showed,  and  the  master  found,  that 
for  the  year  1904  the  operating  expenses  upon  the  line  between  In- 
dianapolis and  the  Illinois  boundary  were  74.50  per  cent,  of  the 
whole  earnings  upon  that  line  from  every  source,  and  that  after 
consolidation,  in  the  years  1905  and  1906,  the  operating  expenses 
of  the  entire  St.  Louis  division  were  respectively  73.03  and  73.64 
per  cent,  of  the  entire  earnings  of  that  division.  These  ratios  were 
then  applied  for  the  purpose  of  determining  the  expense  of  trans- 
porting that  part  of  the  freight  which  moved  under  class  rates  be- 
tween stations  on  the  road  from  Indianapolis  to  the  Illinois  boun- 
dary. Thus,  it  was  assumed  that,  as  the  gross  revenue  from  this 
classified  freight  was  $79,803.80  in  1904,  the  expenses  of  trans- 
porting it  was  74.50  per  cent,  of  that  amount,  or  $59,453.83;  that, 
in  1905,  with  a  gross  revenue  of  $91,067.56,  the  expense  was 
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73.03  per  cent,  thereof,  or  $66506.64;  and  that  in  1906,  with  a 
gross  revenue  of  $102,241.15,  the  expense  was  72.64  per  cent.,  or 
$74,267.97.  According  to  this  method  of  calculation,  the  revenue 
which  would  have  been  received  under  the  order  of  the  commis- 
sion would  have  been  less  than  the  expense  of  transportation. 

It  is  plain,  however,  that  it  does  not  follow  from  the  mere  fact 
that  the  total  operating  expenses  of  a  railroad,  or  of  a  division  of 
a  railroad,  bear  a  given  relation  to  the  entire  receipts  of  that  road 
or  division,  that  the  cost  of  transportation  in  the  case  of  a  particular 
class  of  traffic  bears  the  same  relation  to  the  revenue  derived  from 
that  class.  The  ratio,  in  the  first  case,  is  found  by  bringing  to- 
gether a  great  variety  of  operations  involving  various  rates  and  dif- 
ferent outlays  for  different  sorts  of  traffic.  It  is  predicated  of  the 
whole  volume  of  business  considered  as  such,  and  may  be  far  from 
true  of  some  part  of  it  considered  separately.  It  does  not  purport 
to  be  an  expression  of  the  relative  cost  of  any  specified  part,  but 
simply  of  that  of  the  entire  traffic  to  which  it  applies. 

How  hazardous  may  be  the  use  of  such  a  ratio  to  determine  the 
relative  cost  of  a  fragment  of  the  business  is  apparent  in  this  case. 
Thus  it  appeared  th*t  the  total  gross  earnings  of  the  complainant's 
St.  Louis  division  in  the  year  1905  was  $4,750,81  1.13.  Of  this, 
the  entire  gross  receipt*  from  the  classified  freight  here  in  question 
were  only  $91,067.56,  or  less  than  2  per  cent.  The  expenses  of 
the  division  for  that  year  were  $3,469,544.81,  or  73.03  per  cent, 
of  the  total  earnings  as  stated.  In  1906,  the  earnings  of  the  St. 
Louis  division  were  $5,480,094.77  and  the  expenses  were  $3,980,- 
906.90,  or  72.64  per  cent.  These  amounts  embrace  interstate  and 
intrastate  traffic,  freight  and  passenger,  and  all  freight,  whether 
moving  on  class  or  commodity  rates.  A  large  increase  or  reduction 
in  the  class  rates  on  the  particular  intrastate  freight  in  question,  the 
volume  of  business  being  the  same  (as  is  the  assumption),  would 
have  had  a  very  slight  effect  upon  the  ratio  of  cost  to  earnings 
based  on  the  entire  operations.  To  illustrate:  Had  the  rates  on 
the  small  portion  of  freight  here  undet  consideration  been  50  per 
cent,  higher  than  they  actually  were  in  1905  and  1906,  and  had 
the  gross  revenue  on  this  traffic  been  increased  accordingly,  the 
total  receipts  of  the  division  would  have  been  so  little  enlarged  that 
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the  ratio  of  expenses  to  earnings  for  the  entire  division  would  still 
have  been  about  72.33  per  cent,  and  71.97  per  cent,  in  those  years, 
respectively.  If,  on  the  same  amount  of  traffic,  the  gross  revenue 
from  this  classified  freight  in  1905  had  thus  been  $136,601.34  in- 
stead of  $91,067.56,  and  the  above  ratio  were  applied  to  deter- 
mine the  cost  of  its  transportation,  that  cost  would  be  made  to 
appear  to  be  $98,803.74.  On  such  a  calculation,  it  would  follow, 
of  course,  that  a  reduction  of  30  per  cent,  even  in  such  rates  would 
bring  the  revenue  on  the  same  amount  of  business  below  its  cost. 
Again,  it  is  to  be  observed  that  had  the  rates  prescribed  by  the 
commission  been  in  force  in  1905  and  1 906,  and  had  other  condi- 
tions been  the  same,  the  expense  ratios  for  the  whole  volume  of 
business  of  the  St.  Louis  division  would  have  been  only  73.51  and 
73. 1  1  per  cent.,  respectively. 

In  these  circumstances,  the  ratio  of  total  expense  to  total  earn- 
ings affords,  in  itself,  no  sufficient  basis  for  determining  the  cost  of 
the  transportation  of  the  particular  traffic  covered  by  the  order 
under  review.  It  alone  furnishes  no  ground  for  invalidating  the 
finding  of  the  commission  that  the  existing  rates  were  exorbitant 
and  that  the  substituted  rates  would  be  fair.  Before  such  a  ratio 
could  be  properly  used  in  setting  forth  the  cost  of  a  specified  por- 
tion of  the  traffic,  it  would  be  necessary  to  have  evidence  either 
justifying  the  conclusion  that  the  cost  in  proportion  to  the  revenue 
was  substantially  the  same  for  that  part  of  the  traffic  as  for  the 
whole,  or,  if  there  were  a  material  difference,  satisfactorily  showing 
its  nature  and  extent. 

In  defending  the  use  of  the  method  adopted  below,  appellee 
relies  upon  the  case  of  Smyth  v.  Ames,  1  69  U.  S.,  466,  42  L.  ed. 
819,  18  Sup.  Ct.  Rep.  418.  There,  the  legislature  of  Nebraska 
has  established  a  classification  for  all  intrastate  freight  carried  by 
railroad,  and  had  fixed  the  maximum  rates  to  be  charged  therefor. 
With  other  evidence,  the  court  had  before  it  the  testimony  and  ex- 
hibits furnished  by  one  of  the  defendants  in  that  case,  a  secretary 
of  the  state  board  of  transportation  and  a  principal  witness  for  that 
board,  who  gave  the  results  of  his  investigations  with  respect  to  the 
traffic  of  each  company  within  the  state.  The  ratio  of  expense  to 
earnings  on  all  business  done  within  the  state  was  thus  shown,  but 
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reliance  was  not  placed  upon  that  alone.  This  witness  also  testi- 
fied that  upon  the  local  business  the  percentage  of  expense  to  earn- 
ings would  be  at  least  1 0  per  cent.  more.  We  need  not  follow  the 
elaborate  analysis  of  the  exhibits  in  Smith  v.  Ames,  supra,  by 
which  the  appellants  undertake  to  elucidate  the  differences  between 
the  traffic  conditions  there  disclosed  and  those  here  involved.  It 
is  sufficient  to  say  that  the  case  cited  cannot  be  regarded  as  afford- 
ing basis  for  a  contention  that  a  ratio  of  expense  to  earnings  on 
the  entire  business  of  a  railroad,  or  of  a  division,  can  be  taken  to 
show  the  cost  of  some  particular  item  or  class  of  traffic,  in  the  ab- 
sence of  evidence  with  respect  to  that  traffic  which  would  warrant 
the  conclusion  that  its  cost  in  proportion  to  the  revenue  therefrom 
could  properly  be  expressed. 

Each  case,  as  was  pointed  out  in  Smyth  v.  Ames,  must  depend 
upon  its  special  facts;  and  the  record  in  the  present  case  is  barren 
of  the  necessary  proof.  Attention  is  called  to  the  expense  ratio 
for  the  former  Terre  Haute  &  Indianapolis  Company  in  the  year 
1904,  that  is,  prior  to  the  consolidation.  But  this  was  based  on 
the  total  business  of  the  road,  and  no  details  are  furnished  showing 
that  this  ratio  could  rightly  be  applied  to  that  part  of  it  which  made 
up  the  classified  freight  in  question.  There  are  certain  statements 
with  respect  to  the  heavier  cost  of  the  operation  of  local  as  com- 
pared with  through  trains,  but  these  statements  are  clearly  inade- 
quate. Local  traffic  may  cost  more  per  unit  of  freight  movement 
than  through  traffic,  but  whether  it  costs  more  in  proportion  to  rev- 
enue is  another  matter.  That,  of  course,  depends  upon  the  rates 
charged,  and  is  a  fact  to  be  proved.  There  was  testimony  with 
respect  to  the  cost  of  handling  freight  over  the  platform  at  the  In- 
dianapolis terminal,  but  this  fell  far  short  of  the  showing  required, 
and  it  appeared  that  of  the  six  classes  of  freight,  to  which  the  order 
applied,  the  fifth  and  sixth  classes,  constituting  much  more  than 
one-half  in  tonnage  of  the  classified  freight,  always  moved  in  car- 
load lots  loaded  by  the  shipper. 

The  evidence  showed  that  the  class  rates  on  local  traffic  on  the 
line  between  Indianapolis  and  the  Illinois  boundary,  which  were 
maintained  by  the  Vandalia  Company,  and  condemned  by  the  com- 
mission as  unreasonable,  were  higher  than  the  class  rates  for  corre- 
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spending  distances  to  local  stations  in  Indiana  on  other  lines  (in- 
cluding one  of  the  Vandalia  Company's  division)  running  out  of 
Indianapolis  to  the  east  and  south.  It  wholly  failed  to  sustain  the 
contention  that  the  action  of  the  commission  in  ordering  the  reduc- 
tion complained  of  transcended  the  limits  imposed  by  the  1 4th 
Amendment.  

LOUISVILLE   &  NASHVILLE  RAILROAD  CO. 

vs. 
GREEN  GARRETT  ET  AL. 

Decided  December  1 ,   1913. 

(U.  S.  Supreme  Court  Advance  Opinions,  January,  1914,  P.  48.) 
The  suit  was  brought  by  the  Louisville  &  Nashville  Railroad 
Company,  a  corporation  organized  under  the  laws  of  Kentucky,  to 
enjoin  the  enforcement  of  two  orders  made  by  the  Railroad  Com- 
mission of  that  state  on  August  10,  1910.  One  of  these  orders 
prescribed  maximum  freight  rates  for  certain  intrastate  traffic;  that 
is,  for  the  transportation  of  corn,  rye,  barley,  malt,  empty  barrels, 
boxes,  etc.,  from  three  points  of  origin — Louisville,  Covington,  and 
Newport — to  sixteen  points  of  destination  in  Kentucky.  The  sec- 
ond order  awarded  specified  amounts  in  reparation  for  payments 
previously  made  to  the  carrier  for  such  transportation  in  excess  of 
the  rates  found  to  be  reasonable. 

For  many  years  the  railroad  company  had  given  special  rates  to 
the  owners  of  distilleries  along  its  lines  in  Kentucky  for  the  trans- 
portation of  the  commodities  above  mentioned,  which  constituted 
their  raw  materials  and  supplies.  These  rates  were  withdrawn  on 
March  25,  1910,  and  what  are  described  as  the  standard  rates  of 
the  company,  that  is,  those  which  had  theretofore  been  charged  to 
others  than  distillers,  were  substituted.  Thereupon,  numerous  dis- 
tillery companies  complained  to  the  Railroad  Commission  of  the 
state,  insisting  that  the  new  rates  were  exorbitant  and  that  the  for- 
mer rates  were  just  and  reasonable.  After  hearing,  the  commis- 
sion sustained  the  contention  of  the  petitioners,  and  fixed  the  maxi- 
mum rates  in  question.  These  rates  were  the  same  as  the  special 
rates  which,  prior  to  March  25,  1910,  the  railroad  company  had 
given  to  the  distillery  companies;  but,  by  the  commission's  order, 
the  rates  as  fixed  were  made  applicable  to  the  transportation  be- 
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tween  the  points  stated,  of  the  described  commodities,  without  dis- 
tinction as  to  persons  or  as  to  the  use  to  be  made  of  the  commodi- 
ties by  the  consignees. 

The  statute  under  which  the  commission  acted,  in  establishing 
these  rates,  is  that  of  March  10,  1900,  known  as  the  McChord  act 
(Ky.  Stat.  820a,  Carroll's  ed.  1909).§ 

§This  statute  is  set  forth  in  full  in  McChord  vs.  Louisville  &  N.  R.  Co., 
183  U  S.  483,  485,  46  L.  ed.  289,  290,  22  Sup.  Ct.  Rep.  165,  and  in  Siler  vs. 
Louisville  &  N.  R.  Co.,  213  U.  S.  175,  178-180,  53  L.  ed.  754-755  29  Sup. 

Ct.  Rep.  451. 

***** 

It  is  explained  by  the  appellant  that  what  was  conceded  below 
was  that  the  bill  as  amended  did  not  aver  that  the  rates  fixed 
by  the  commission  would  result  in  the  confiscation  of  appellant  s 
property  on  its  entire  intrastate  business,  but  that  it  is  insisted  below, 
that  the  rates  would  not  yield  a  fair  or  reasonable  compensation  for 
the  service  performed,  and  would  deprive  the  company  of  the  fair 
and  reasonable  return  which  it  is  entitled  to  earn  upon  the  prop- 
perty  devoted  to  such  services,  with  respect  to  the  described  traffic. 

Without  passing  upon  the  general  propositions  advanced  in 
argument,  it  suffices  to  say  that  we  are  of  the  opinion  that  the  bill 
as  amended  wholly  failed  to  make  a  case  entitling  the  appellant  to 
the  relief  sought.  Apart  from  the  merely  general  averments,  it  is 
alleged  that  the  rates  fixed  by  the  order  would  cause  an  annual 
loss  in  revenue  on  intrastate  freight  of  at  least  $15,600,  and  also 
that,  in  consequence  of  the  effect  on  interstate  rates,  there  would 
be  an  additional  annual  loss  of  not  less  than  $3,000;  further,  that 
if  the  carrier  were  compelled  to  put  in  similar  rates  to  the  thirty-two 
other  distillery  stations,  there  would  be  a  loss  of  $54,000  a  year 
on  shipments  to  those  places;  and  that  there  would  be  other  losses 
to  an  amount  not  specified,  on  shipments  to  consignees  other  than 
distillers. 

But  it  may  be  supposed  that  a  reduction  in  rates  found  to  be 
excessive  will  always  cause  a  loss  in  revenue;  and  the  question  is 
not  simply  as  to  the  amount  of  reduction,  but  whether  the  rates 
as  fixed  would  allow  a  fair  return.  The  bill  does  not  show  the 
value  of  the  property  employed,  the  expenses  of  operation,  or 
the  return  which  would  be  permitted  under  the  rates  prescribed. 
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QUOTATIONS 

FROM 
INTERSTATE  COMMERCE  COMMISSION   DECISIONS 
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Reference  to  Quotations  from  Interstate  Commerce  Commission 
Decisions  cited  in  previous  issues: 


Vol.  XX,  p. 
Vol.  XXII,  P. 
Vol.  XXII,  p. 
Vol.  XXII,  p. 
Vol.  XXIII,  P. 
Vol.  XXII,  P. 
Vol.  XXII,  P. 
Vol.  XXIV,  p. 
Vol.  XXIV,  p. 


307,  Docket  No. 
77,  Docket  No. 
303,  Docket  No. 
328,  Docket  No. 
121,  Docket  No. 
604,  Docket  No. 
640,  Docket  No. 
280,  Docket  No. 
244,  Docket  No. 


3500,  dated 
3602,  dated 
3680,  dated 
I  &  S  48,  dated 
4160,  dated 
I  &  S  26,  dated 
3853,  dated 
4116  dated 

4274,         dated 


Feby.  22,   1911. 
Dec.  5,  1911. 
Jany.  8,  1912. 
Feby.  5,  1912. 
Apr.  1,  1912. 
March  11,   1912. 
March  11,   1912. 
June  6,  1912. 
June  6,  1912. 
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IN  THE  MATTER  OF  THE  INVESTIGATION  AND  SUSPEN- 
SION OF  ADVANCES  IN  RATES  BY  CARRIERS  FOR  THE 
TRANSPORTATION  OF  FRUITS  AND  VEGETABLES 
UNDER  REFRIGERATION  FROM  STATIONS  ON 
THE  WESTERN  MARYLAND  RAILWAY 
TO  VARIOUS  INTERSTATE  POINTS. 

(I.  C  C  Docket  I  &  S  No.  91— Decided  June  8,  1912— Vol. 
XXIV,  p.  164.) 

Proposed  advance  in  rates  for  the  refrigeration  of  fruits  and  vege- 
tables from  shipping  points  on  the  Western  Maryland  Railway 
to  various  eastern  destinations,  including  Washington,  D.  C., 
New  York  City,  and  points  in  the  states  of  Maryland,  Dela- 
ware, New  Jersey,  Pennsylvania,  and  West  Virginia,  not  found 

to  be  justified,  and  rates  directed  to  be  canceled. 
*  #  #  #  * 

The  carriers  having  failed  to  introduce  any  specific  data  as  to 
the  alleged  increased  cost  of  this  service,  or  other  justifying  fact, 
it  must  be  held  that  they  have  failed  to  sustain  the  burden  of 
proof  to  show  that  the  proposed  rates  are  not  excessive. 


LUMBERMEN'S  EXCHANGE  OF  ST.  LOUIS 

vs. 

ANDERSON  &  SALINE  RIVER  RAILROAD  COMPANY,  ET  AL. 
(I.  C.  C.  Docket  No.  4336— Decided  May  6,  1912.    Vol.  XXIV, 

P.  220.) 

The  defendants  advanced  rates,  both  upon  hardwood  and  yellow 
pine,  from  points  of  production  in  the  southwest  to  St.  Louis  1 
cent  per  1  00  pounds. 

The  Commission  decides  as  follows: 

We  are  of  the  opinion  that  it  satisfactorily  appears  from  the  testi- 
mony offered  by  the  defendants  that  the  advanced  rates  upon  hard- 
wood lumber  are  just  and  reasonable  and  should  not  be  disturbed. 
The  defendants  have  shown  in  considerable  detail  that  upon 
certain  of  the  lines  mainly  affected  the  expenses  of  operation  in 
recent  years  have  increased  more  rapidly  than  the  gross  earnings, 
thus  working  an  actual  reduction  in  net  earnings,  although  the  value 
of  their  property  upon  which  such  net  earnings  are  to  pay  a  return 
has  been  added  to. 
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WHARTON  STEEL  COMPANY, 

vs. 

DELAWARE,  LACKAWANNA  &  WESTERN  R.  R.  CO.,  ET  AL. 
(I.  C.  C.  Docket  No.   4334— Decided  November   12,    1912,  Vol. 

XXV,  p.  308.) 

The  complaints  offered  no  conclusive  evidence  that  their  rates 
from  the  standpoint  of  the  cost  of  the  service,  are  too  high. .  They 
only  submitted  rate  comparisons  and  attempted  to  show  that  there 
was  probably  less  terminal  expense  in  the  traffic  from  the  eastern 
mines  than  in  the  traffic  from  Buffalo  and  that  the  ore  from  Buffalo 
has  to  pass  through  mountainous  country. 


LOUISVILLE  &  NASHVILLE  R.  R.  COAL  AND  COKE  RATES. 
(I.  C.  C.  Docket  I  &  S.  No.   71— Decided  January  7,    1913,  Vol. 

XXVI,  P.  20.) 

The  reasonableness  of  rates  can  not  be  determined  by  categori- 
cal answers.  I.  C.  C.  v.  U.  P.  R.  Co.,  222  U.  S.,  541,  549. 

Where  two  routes  are  available  it  is  unfair  to  consider  only  the 
cost  via  the  more  expensive  routes,  and  when  such  higher  cost 
is  due  to  betterments  and  improvements  under  way,  the  expendi- 
tures for  which  were  undoubtedly  made  to  reduce  the  cost  of 
operating,  such  costs  figures  are  not  representative. 

It  is  to  be  expected  that  an  originating  division  would  apparently 
not  be  self-supporting  any  more  than  would  the  average  large 
terminal  in  a  city.  To  make  them  self-supporting  it  is  necessary  to 
assign  to  the  originating  division  and  to  the  terminal  a  sufficient 
portion  of  the  revenues  to  more  than  offset  the  expenses.  This 
would  have  to  be  on  arbitrary  sum.  It  could  hardly  be  accom- 
plished by  the  ordinary  method  of  prorating  the  revenue  or  dividing 
it  under  a  block-mileage  system. 

*  «  *  «  « 

In  this  record  there  is  absolutely  no  testimony  as  to  the  reason- 
ableness of  the  rates  in  their  entirety,  beyond  a  few  categorical 
answers  expessed  as  opinions. 

***** 
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The  cost  to  the  Louisville  &  Nashville  for  transporting  coal  and 
coke  via  Cincinnati  is  not  fairly  representative  of  the  cost  via  that 
route  because  of  the  substantial  expenditures  incident  to  improve- 
ments under  way;  That  via  Louisville  the  cost  to  the  Louisville  & 
Nashville  is  materialy  less  than  via  Cincinnati;  That  according  to 
the  Louisville  &  Nashville's  figures  the  cost  to  it  equals  or  exceeds 
its  revenue,  while  according  to  the  Commission's  figures  the  cost 
is  only  from  71  to  82  per  cent,  of  the  revenue. 


GEO.  A.  HORMEL  &  COMPANY 

vs. 

CHICAGO,  MILWAUKEE  &  ST.  PAUL  RAILWAY  CO.,  ET  AL. 
(I.   C.   C.   Docket  No.    4817— Decided  February   3,    1913.      Vol. 

XXVI,  P.   112.) 

Defendants  introduced  some  testimony  as  to  the  increased  cost 
of  transportation  by  reason  of  higher  price  of  equipment  and 
greater  wages  paid  employees,  but  such  statements  can  have  little 
weight  when  presented  in  the  abstract  with  no  attempt  to  allocate 
charges  or  consider  corresponding  reductions  in  the  cost  of  trans- 
portation resulting  from  greater  efficiency. 


RATES  ON  SAND  TO  HOUSTON,  TEXAS. 
(I.  C.  C.  Docket  I.  &  S.  No.   156— Decided  April  7,   1913,  Vol. 

XXVI,  p.  677.) 

Increased  rates  on  sand  and  gravel  from  Anchorage,  La.  to 
Houston  and  Beaumont,  Texas,  and  from  Kinder,  La.  to  Houston 
held  not  to  be  unreasonable.  Rate  from  Kinder  to  Beaumont 
found  to  be  excessive.  Order  of  suspension  vacated. 

•  *  *  *  « 

The  cost  of  operation  for  December,  1911,  and  January,  1912, 
is  said  of  record  to  have  averaged  7.2  mills;  the  proposed  rate 
of  5  cents  per  1 00  pounds  on  sand  and  gravel  from  Kinder  to 
Houston  will  therefore  yield  less  than  the  average  cost  of  opera- 
tion on  all  the  traffic  on  the  respondent  lines. 
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From  all  the  facts  of  record,  we  are  of  the  opinion  that  the 
proposed  increase  in  the  rates  from  Anchorage  to  Beaumont  and 
Houston  and  from  Kinder  to  Houston  have  been  justified  on  the 
record  and  are  not  shown  to  be  unreasonable. 


PULP  &  PAPER  MANUFACTURERS  TRAFFIC  ASSOCIATION 

vs. 

CHICAGO,  MILWAUKEE  &  ST.  PAUL  RAILWAY  CO.,  ET  AL. 
(I.  C.  C.  Docket  No.  5327— Decided  May  12,  1913,  Vol.  XXVII, 

P.  97.) 

Notwithstanding  the  contention  of  the  Great  Northern  that 
there  is  no  evidence  as  to  the  unreasonableness  per  se  of  these 
rates,  we  fail  to  discover  what  factor  of  those  upon  which  reason- 
able rates  are  based  is  missing,  except  it  be  cost  of  service. 


COKE  PRODUCERS  ASSOCIATION  OF  THE  CONNELLSVILLE 

REGION 

vs. 

BALTIMORE  &  OHIO  RAILROAD  CO.,  ET  AL. 
(I.    C.    C.    Docket    No.    3854— Decided    May    29,     1913.       Vol. 

XXVII,  P.   140.) 

Without  setting  forth  the  minute  details  and  the  analysis  of 
the  exhibits,  it  is  our  conclusion  that  the  estimates  submitted 
result  in  alleged  cost  data  that  are  too  low.  However,  information 
as  to  the  cost  of  the  service  is  helpful  in  the  determination  of  the 
reasonableness  of  the  rates,  and  our  view  that  the  cost  submitted 
is  underestimated  does  not  in  any  sense  preclude  a  finding  that 
some  of  the  existing  rates  should  bear  some  reduction.  The  cost 
of  the  service  is  one  of  the  factors  to  be  considered  in  determining 
the  reasonableness  of  the  rates. 


RATES  ON  TIN  CANS  AND  OTHER  COMMODITIES  BETWEEN 

CALIFORNIA  AND  POINTS  IN  OTHER  STATES. 
(I.    C.    C.    Docket   I.    &    S.    No.     180 — Decided    May    29,     1913. 

Vol.  XXVII,  P.  298.) 

Item  29,  which  was  suspended,  provides  class-E  rating  on  car- 
load shipments  of  empty  carriers  returned  and  the  western  classifi- 
cation rating  on  less-than-carload  shipments. 
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It  is  contended  by  the  respondents  that  the  present  rates  are 
unreasonably  low  and  do  not  cover  the  cost  of  service,  but  no 

evidence  was  submitted  bearing  on  this  point. 

*  *  #  *  * 

Upon  a  consideration  of  all  the  facts  appearing  of  record  in 
this  proceeding  it  is  our  conclusion  that  the  respondents  have 
not  shown  that  the  increased  rates  proposed  by  items  Nos.  12, 
27,  and  29  of  Pacific  freight  bureau  exception  sheet  No.  I.  C. 
F.  W.  Gomph,  agent,  I.  C.  C.  No.  1  1 9,  are  reasonable. 


KANSAS-IOWA  BRICK  RATES. 

(I.  C.  C.  Docket  I.    &  S.  No.   227— Decided  October    13,    1913. 
Vol.  XXVIII,  P.  285.) 

The  Rock  Island  avers  that  the  cost  of  operation  of  its  entire 
line,  including  the  territory  between  the  Missouri  River  and  stations 
in  Iowa,  has  increased,  but  no  details  are  given  as  to  the  system 
as  a  whole  or  as  to  the  particular  lines  here  involved. 

The  law  casts  upon  the  carriers  the  obligation  to  justify  pro- 
posed increased  rates,  and  in  this  case  that  obligation  is  not 
satisfactorily  discharged  by  the  presentation  of  statements  of  earn- 
ings per  ton-mile  and  suggestions  of  increased  general  operating 
expenses.  If  the  rate  heretofore  maintained  yields  less  than  a 
fair  return  for  the  services  rendered,  that  fact  is  not  established 
of  record.  Respondents  have  failed  to  sustain  the  burden  cast 
upon  them  by  the  law. 

DETROIT  SWITCHING  CHARGES. 
(I.  C.  C.  Docket  I.   &  S.  No.   225— Decided  November  4,    1913. 

Vol.  XXVIII,  p.  494.) 

Where  the  rate  which  the  shipper  pays  to  his  industry  is  fixed 
without  any  reference  to  the  terminal  cost,  it  is  evident  that  he  may 
receive  an  unfair  advantage  as  compared  with  the  industry  located 
at  some  point  where  the  expense  of  the  terminal  delivery  is  very 

much  less. 

*  *  *  *  * 

If  this  question  be  approached  in  that  view,  there  is  in  this 
record  no  serious  attempt  to  justify  the  increases  proposed  in  the 
tariffs  of  the  Michigan  Central  and  the  Pere  Marquette  which 
are  under  suspension.  The  representative  of  the  Michigan  Central 

testified : 
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We  feel  that  the  cost  of  conducting  our  terminals  in  Detroit 
has  increased  so  materially  during  recent  years  that  we  must  have 
more  revenue  to  really  put  it  on  a  basis  that  would  justify  the 
cost  that  we  have  to  incur  in  performing  the  service. 

This  and  similar  general  statements  from  various  witnesses  are 
all  which  these  defendants  show  in  justification  for  advancing 
these  switching  charges  from  $2  to  $4  per  car. 

This  kind  of  testimony  furnishes  no  justification.  It  may  be 
that  switching  charges  at  terminals  like  Detroit  are  generally  too 
low;  that  the  expense  of  conducting  the  business  and  of  providing 
the  lands  and  tracks  over  which  it  is  conducted  is  greater  than 
is  generally  appreciated  even  by  the  carriers  themselves.  But,  if  so, 
all  this  is  susceptible  of  exact  proof.  If  these  carriers  desire  to 
advance  their  switching  charges  at  Detroit  they  must  show  us,  as 
they  readily  can,  the  figures.  Let  them  keep  their  accounts,  if 
this  is  not  already  done,  so  that  they  can  furnish  us  the  exact  cost 
per  car  of  handling  this  business  at  that  point,  and  let  these  figures 
be  kept  in  such  a  way  that  the  examiners  of  the  Commission  can 
verify  them.  In  the  near  future  the  Commission  itself  will  ascertain 
the  value  of  these  terminals,  and  we  shall  then  be  in  position  to 
know  something  about  the  actual  cost  of  the  service  and  from 
this  to  better  determine  the  reasonableness  of  the  charge.  We 
ought  not  to  do  this  upon  any  general  expression  of  opinion,  es- 
pecially when  that  opinion  is  not  itself  supported  by  any  proper 
knowledege  of  the  facts. 


BRICK  RATES  FROM  OHIO  POINTS  TO  HUNTINGTON,  W.  VA. 
(I.  C.  C.   Docket  I.    &  S.   No.   268— Decided  October    13,    1913. 

Vol.  XXVIII,  p.  292.) 

The  testimony  as  to  the  reasonableness  per  se  of  the  increased 
rates  is  meager,  consisting  mainly,  so  far  as  respondents  are  con- 
cerned, of  a  statement  to  the  effect  that  they  are  practically  on 

the  same  basis  as  other  brick  rates  in  the  same  territory. 
*  «  *  *  « 

From  all  the  facts  and  circumstances  disclosed  of  record,  we 
are  of  the  opinion  that  the  carriers  have  failed  to  justify  the  pro- 
posed increased  rates,  and  they  must  be  withdrawn.  If  this  is 
not  done  before  December  1 ,  1 9  1  3,  an  appropriate  order  will  be 
entered. 


QUOTATIONS 

FROM 
REPORTS  AND  DECISIONS  IN  STATE  COMMISSION  CASES 
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ALABAMA 

Special  Master  Thorington  Finds  For  Central  of  Georgia  in  Alabama 

Litigation. 

(From  "Public  Service  Regulation" — March,  1912,  page  153.) 
The  Alabama  two  and  a  half  cent  passenger  fare  law  and  the 
special  commodity  rate  acts  of  1907  suffered  another  blow  when 
Special  Master  Thorington,  appointed  to  take  testimony  in  the  suit 
brought  by  the  Central  of  Georgia  Railway  Co.  against  the  en- 
forcement of  these  acts,  filed  a  300  page  report  with  the  United 
States  Circuit  Court  holding  the  charges  established  under  the  liti- 
gated statutes  confiscatory. 

*  »  «  *  * 

A  summary  of  the  principal  findings  in  the  present  case  follows: 

1.  Capitalization  is  reasonably  within  the  value  of  the  property. 

2.  Bonds  were  disposed  of  for  cash  and  property  fairly  equiva- 
lent to  their  par  value,  and  the  proceeds  were  applied  to  permanent 
improvements  and  purchase  of  equipment. 

3.  The  road  has  been  economically  managed. 

4.  Eight  per  cent,    (legal  interest)   held,  by  weight  of  authority 
to  be  a   fair   and   reasonable   net   return   to   the   company   on   the 
value  of  property  invested  in  Alabama  business. 

***** 

5.  At   the   suggestion    of   counsel    for   the   Central,    assented    to 
by  counsel  for  the  state,  the  60  per  cent,  tax  value  of  the  property 
assessed  by  the  state  tax  commission,  raised  to  1  00  per  cent.,  market 
value,  viz.;  $15,575,383,  a  much  less  sum  than  the  value  as  found 
by  the  master,  was  taken  as  the  property  valuation  for  testing  the 
reasonableness  of  the  return  to  the  Central  under  the  statute  rates 
on  its  property  used  in  Alabama.      The  proportion  of  such  value 
assignable  to  Alabama  interstate  business  is  $6,294,012.27. 

6.  Operating  expenses  are  divided  between  the  states  on  the 
allocation  basis,   and  divided  between   freight  and   passenger  by 
allocation,  and  expenses  common  to  both  classes  of  traffic,  on  train 
mileage   basis.      They   are    divided    between    interstate   and    intra- 
state  traffic  by  allocation,   and  common  expenses  on  the  revenue 
basis.      The  same  service  factors  are  used  throughout  the  division 
of  expenses. 
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7.  The  excess  cost  of  earning  a  dollar  in  intrastate  traffic  in  the 
Central's  business,  found  to  be  15  cents  more  than  in  all  traffic; 
1 0  cents  more  to  earn  a  dollar  in  intrastate  freight  traffic  than 
in  all  freight  traffic,  and  5  cents  more  to  earn  a  dollar  in  intrastate 
passenger  traffic  than  in  all  passenger  traffic. 


LOUISIANA. 

(From  "Public  Service  Regulation"  June,   1  9 1  2 — Page  413.) 
On  March    14,    1912,   the  Railway  Commission  of  the  State  of 
Louisiana  issued  an  order,  requiring  the  Pontchartrain  Railroad  to 
operate  a  train  between  Nilineburg  and  New  Orleans. 

The  railroad  company  has  complied  with  this  order  in  good 
faith  by  operating  the  train  in  accordance  with  said  order  for 
a  longer  period  than  was  required.  The  result  of  this  operation 
shows  that  the  train  has  been  only  slightly  patronized,  and  the 
revenues  derived  therefrom  are  far  below  the  cost  of  operation. 

The  evidence  shows  that  while  the  operation  of  this  train  is 
a  convenience  to  a  few  of  the  patrons  of  the  road  who  make  oc- 
casional use  of  it,  the  receipts  do  not  warrant  the  continuance  of 
its  operation.  

MARYLAND. 

(From  "Public  Service  Regulation" — March  1913,  Page  145.) 
The  following  extracts  have  been  taken  from  the  Maryland  Com- 
mission's Ruling  on  Gas  and  Electric  Rates: 

The  rate  of  return  should,  primarily,  be  based  upon  the  actual 
investment  in  the  property  and  should  bear  some  relation  to  the 
rate  of  interest  allowed  by  law,  as  that  is  the  legislative  standard 
by  which  the  just  return  for  borrowed  money  is  fixed.  In  ordinary 
transactions,  however,  a  fixed  ratio  is  established  which  does  not 
vary  with  the  circumstances  of  the  borrower,  and  assuming  that  the 
borrower  is  solvent  the  payment  of  the  interest  is  certain.  But 
in  the  case  of  public  service  corporations,  whose  revenues  are 
subject  to  fluctuations,  some  latitude  must  be  allowed  so  that  the 
deficits  of  one  year  may  be  made  good  from  the  larger  profits 
of  another  year  and  preserve  an  average  return  which  will  be  fair 
and  just  and  attract  capital  for  the  extension  and  improvement  of 
the  corporation's  property.  This  supposes  a  concern  whose  invest- 
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ment  is  conservative  but  ample  to  good  service.  But  even  in  the 
case  of  a  public  service  corporation  whose  financial  history,  ex- 
tending over  many  years,  is  characterized  by  practices  which  can- 
not be  approved,  but  which  cannot  be  repeated  under  the  regulation 
to  which  it  is  now  subjected,  some  consideration  must  be  given  to 

this  feature  of  the  case. 

«  «  «  *  « 

The  first  step  in  determining  the  rates  for  service  Is  to  find  out 
the  obligations  the  company  must  meet  in  order  to  carry  on  its 
business  and  perform  its  duty  to  the  public.  For  the  purposes  of 
this  part  of  the  discussion  it  is  assumed  that  any  change  in  rates 
will  take  effect  July  1 ,  1913,  and  the  estimate  is  for  the  year  ending 
June  30,  1914.  The  last  complete  year  we  have  is  the  one  ending 
June  30,  1912,  and  the  percentage  of  increase  of  1912  over  1911 
is  first  applied  to  1 9  1  3  in  order  to  obtain  the  amounts  upon  which 
the  increase  for  1914  should  obtain  the  amounts  upon  which  the 
increase  for  1914  should  be  computed.  By  this  process  we  obtain 
the  following  result: 

Operating  Expenses  and  Taxes $3,046,288.00 

Increase  in  Price  of  Oil.  206,925.00 


Total  Operating  Expenses 3,252,2  1  3.00 

Fixed  Charges 1,65  1,063.00 

Reserve  for  Depreciation,  etc 500,000.00 

Contingencies    1 50,000.00 


$5,554,276.00 

Deducting  the  operating  expenses,  we  have  a  remainder  of  $2,- 
301,063.  for  fixed  charges,  depreciation  and  contingencies,  which 
is  equivalent  to  8.7  per  cent,  of  the  allowed  value  of  the  property 
including  easements,  and  7.9  per  cent,  of  the  par  value  of  the  out- 
standing bonds. 


MISSOURI. 

(From  "Public  Service  Regulation" — March,  1913,  Page  160.) 
Abstract  of  Volume  II  of  report  to  the  municipal  assembly  by 
St.  Louis  Public  Service  Commission,  James  E.  Allison,  Chief  En- 
gineer. 
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In  order  to  give  the  required  service  as  indicated  in  the  tables, 
the  railway  company  will  have  to  add  to  its  present  operation 
approximately  3,276,264  car-miles  per  year.  The  company's  books 
show  an  average  cost  of  operation  over  its  whole  system,  including 
depreciation  as  charged  on  its  books,  of  18.25  cents  per  mile. 
The  commission  estimates  that  this  cost  per  car-mile  as  per  the 
books,  should  be  slightly  higher  for  the  city  than  for  the  country, 
and  places  that  figure  deducible  from  the  books  for  city  operation 
at  18.45  cents  per  car-mile.  By  its  correction  of  operating  ex- 
penses in  the  items  of  taxes  and  depreciation,  the  commission 
increased  the  cost  of  operation  over  the  book  cost  8.6  per  cent., 
which  would  make  an  average  cost  of  operation  within  the  city 
of  20  cents  per  car-mile.  In  this  estimate  of  cost  per  car-mile 
there  enters  from  the  books  of  the  company  a  number  of  items  of 
general  overhead  expenses,  such  as  salaries  of  general  officers, 
legal  expense,  certain  reserve  funds,  etc.,  which  would  not  in  all 
probability  be  increased  in  proportion  to  the  added  car  service. 
Nevertheless,  the  commission  prefers  to  leave  these  items  (about 
2  cents  per  car-mile)  as  a  part  of  its  estimate  to  offset  the  fact 
that  in  attempting  to  operate  a  greater  number  of  cars  in  the  morn- 
ing and  evening  congested  periods,  the  company  will  find  difficulty 
in  obtaining  a  sufficient  number  of  conductors  and  motormen  as 
"trippers"  at  regular  wages  to  operate  the  extra  cars. 


SOUTH  DAKOTA. 

(From  'Public  Service  Regulation" — March,   1913,  Page  133.) 
The  annual  report  for  1912  of  the  South  Dakota  Board  of  Rail- 
road  Commissioners  speaks  of  the   extensive  investigations  made 
by  that  body  into  the  rate  situation  in  the  State  of  South  Dakota. 
The  following  extracts  have  been  taken  from  this  report: 

In  the  passenger  rate  cases  in  this  state  two  methods  were  used. 
The  railroad  companies  used  the  revenue  train  mileage  basis  until 
the  decision  came  out  in  the  Oklahoma  cases,  and  then  they  turned 
around  and  submitted  entirely  new  tables  on  the  gross  earnings 
method.  The  revenue  train  mileage  basis  is  bad  enough,  insofar 
as  the  state  is  concerned,  but  the  gross  earnings  basis  is  much 
worse,  hence  the  reason  for  the  adoption  of  the  gross  earnings 
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basis  by  the   railroad   companies   as   soon   as  the   opinion   in   the 
Oklahoma  cases  was  handed  down. 

The  state  used  an  entirely  different  method,  which  had  first 
been  adopted  in  Wisconsin  and  is  known  as  the  "Use  Method." 
The  author  of  this  method  is  Prof.  Meyer,  who  was  formerly  a 
member  of  the  railroad  commission  of  Wisconsin  and  is  now  a 
member  of  the  Interstate  Commerce  Commission.  So  that  there 
was  a  radical  difference  in  the  methods  used  by  the  state  and 
its  accountants  as  contrasted  with  the  methods  used  by  the  railroad 
companies,  and  consequently,  while  the  railroad  companies  were 
able  to  show  absolute  confiscation  and  no  return  at  all,  under  the 
methods  employed  by  the  state  and  its  accountants  a  return  of 
3.94  per  cent,  was  shown  in  the  2 -cent  rate  cases  and  a  return  of 
6J/2  per  cent,  in  the  2J/2-cent  rate  cases.  So  that  it  will  be  seen 
that  it  makes  a  great  difference  as  to  what  method  of  accounting  is 
used  in  apportioning  operating  expenses  to  the  state  and  between 
different  classes  of  traffic  and  between  interstate  and  intrastate  or 
local  business,  as  well  as  in  the  asignment  of  the  value  of  the  road 
to  the  state  and  to  the  different  classes  of  traffic. 


RAILWAY  VALUATION. 

The  employment  of  expert  accountants  and  the  making  of  a 
physical  valuation  of  a  railroad  property  is  absolutely  imperative 
if  any  rate  cases  of  any  kind  are  to  be  tried  with  any  degree  of 
success.  There  is  no  other  way  of  ascertaining  the  proper  assign- 
ments of  operating  expenses  and  earnings  except  by  the  employ- 
ment of  expert  accountants  unless  the  state  is  willing  to  accept  the 
figures  and  assignments  of  expenses  and  earnings  prepared  by  the 
railway  companies.  Attempting  to  elicit  information  by  cross 
examination  of  the  auditors  and  accountants  of  the  railway  com- 
panies might  be  highly  entertaining,  but  it  would  be  barren  of 
results,  as  such  officials  have  been  on  witness  stands  so  frequently 
that  they  are  not  only  expert  in  connection  with  their  business, 
but  they  are  experts  in  the  matter  of  giving  testimony. 
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Extracts  from  the  Report  of  M.  O.  Lorenz,  Associate  Statistician, 
Interstate  Commerce  Commission,  (pages  878  to  881  Railway  Mail 
Pay),  submitted  September  27,  1  9  1  3,  to  the 


JOINT    COMMITTEE    ON    POSTAGE    ON    SECOND-CLASS 
MAIL  MATTER  AND  COMPENSATION  FOR  THE 

TRANSPORTATION  OF  MAILS. 

Cost  of  Service  as  a  Guide  to  what  is  a  Fair  Payment  under  the 
Commercial  Principle. 

The  testimony  taken  by  the  committee  contains  much  concerning 
the  difficulties  of  ascertaining  the  cost  of  the  mail  service  to  the 
railroads,  but  it  is  safe  to  say  that  the  hearings  developed  no  method 
of  testing  the  adequacy  or  inadequacy  of  railway-mail  pay  not 
resting,  in  the  last  analysis,  upon  some  estimate  of  the  cost  of 
service.  While  cost  may  not  be  capable  of  that  exact  ascertain- 
ment which  enables  us  to  make  it  the  sole  determinant  factor  on 
which  to  base  the  rate  of  pay  for  each  road,  the  usefulness  of  a 
cost  estimate  seems  clear  if  used  merely  as  a  general  guide  to  help 
us  to  decide  whether  the  fifty-odd  millions  which  the  railroads 
receive  from  the  Post  Office  Department  constitutes  an  excessive 
payment  or  not.  It  is  true,  a  sub-committee  of  the  Association  of 
American  Railway  Accounting  Officers  says  that  "no  appreciable 
benefit"  can  come  to  a  public  commission  from  having  even  a 
partial  separation  of  operating  expenses  as  between  the  passenger 
and  freight  services  (p.  632),  but,  on  the  other  hand,  consider 
the  following  testimony  (p.  646)  : 

THE  CHAIRMAN :  How  are  you  gentlemen  able  to  demonstrate 
that  you  are  insufficiently  paid  by  the  Government,  which,  I  under- 
stand is  your  contention,  unless  you  use  costs  to  the  transportation 
company  in  reaching  your  conclusions  upon  which  you  claim  your 
demonstration  ? 

MR.  PEABODY:  We  can  not. 

THE  CHAIRMAN:  So  that  cost  is  a  factor? 

MR.  PEABODY:  Cost  is  a  factor  to  determine  whether  or  not 
we  are  properly  paid  as  a  whole,  yes,  for  each  individual  road; 
but  how  far  you  can  use  that,  as  a  common  basis,  is  a  very  serious 
question. 
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THE  CHAIRMAN:  What  are  the  factors  that  you  take  into 
consideration  by  which  you  come  to  your  conclusion  that  you  are 
underpaid  ? 

MR.  PEABODY:  I  never  have  made  any  figures  except  in 
connection  with  the  Santa  Fe  road  proper.  We  use  the  cost  there 
to  determine  we  are  underpaid,  and  we  have  on  file  in  the  record 
a  statement  showing  the  basis  that  we  did  use  and  showing  the 
returns  to  the  railroads  are  not  remunerative. 

THE  CHAIRMAN:  Then,  with  the  Atchison  System,  cost  is 
your  primary  factor  in  your  determination? 

MR.  PEABODY:  So  far  as  the  minimum  rate  is  concerned,  yes. 

Moreover,  in  addition  to  the  Santa  Fe,  whose  statistician  was 
just  quoted,  representatives  of  the  Pennsylvania  Railroad,  the 
Burlington,  the  New  Haven,  the  Grand  Trunk,  and  the  Southern 
Pacific  placed  before  the  present  committee  estimates  of  the  cost 
of  performing  the  mail  service  on  their  respective  roads  with  the 
idea  of  demonstrating  that  the  railways  are  underpaid  for  carrying 
the  mails.  "I  think  that  the  principle  of  additions  to  profits 
beyond  operating  cost  and  fair  charges  against  the  capital  ex- 
penditures could  be  easily  developed,"  said  Mr.  Buckland,  of  the 
New  Haven  (p.  275).  Mr.  Worthington,  of  the  Southern  Pacific, 
says  (p.  348)  :  "There  is  no  reason  why  the  adequacy  of  the  pay 
as  a  whole  can  not  be  guaged  in  some  way  at  an  estimated  cost, 
but  I  would  not  say  that  as  a  rate-making  proposition."  The 
representatives  of  the  Post  Office  Department  seem  also  to  have 
come  to  the  conclusion  that  there  is  no  other  way  to  test  the  fairness 
of  the  railway-mail  pay  than  by  estimates  of  what  the  service 
costs  the  railroads,  cost  being  one  of  the  leading  features  of  the 
bills  which  they  have  proposed.  The  railroad  representatives,  while 
admitting  that  cost  estimates  might  be  used  to  decide  whether  the 
payment  as  a  whole  is  adequate  or  not,  nearly  always  qualified 
their  statements  by  saying  that  they  did  not  think  the  cost  should 
be  the  determinant  basis  for  each  individual  railroad,  while  the 
bills  submitted  by  the  former  Postmaster  General  do  so  provide. 
It  was,  indeed,  suggested  by  some  representatives  of  the  railroads 
that  the  value  of  the  service  was  the  important  factor  in  determining 
the  total  amount  to  be  paid  by  the  Post  Office  Department,  but 
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how  intangible  this  becomes  is  shown  by  the  discussion  beginning 
with  the  middle  of  page  653  of  the  hearings.  However  important 
value  of  service  may  be  in  adjusting  rates  to  private  shippers  in 
accordance  with  what  the  traffic  will  bear,  it  does  not  help  us  in 
determining  what  the  Government  should  pay  to  the  railroads  as 
a  whole.  If  necessary,  it  could  pay  $100,000,000  for  the  present 
service  received.  While  value  of  service  may  be  considered  in 
comparing  the  pay  of  one  road  with  that  to  another,  to  avoid 
favoritism  to  one  as  compared  with  another,  we  must  reject  that 
principle  in  reaching  a  conclusion  as  to  whether  the  roads  as  a 
whole  are  overpaid  or  underpaid. 

When  we  are  dealing,  as  here,  with  corporations  rendering 
important  public  services,  the  price  for  which  can  not  be  regulated 
by  competition,  the  measure  of  what  is  a  just  payment  is  what 
is  necessary  to  evoke  a  continued  high  quality  of  service — that  is, 
the  necessary  payments  to  cover  wages,  salaries,  fuel,  and  all  other 
operating  expenses,  together  with  what  is  necessary  to  attract  the 
required  investment  of  capital.  This  means  that  we  must  pay 
primary  attention  to  the  cost  in  the  complete  sense.  This  is  not 
the  place  to  enter  into  a  lengthy  discussion  of  the  theory  of  railroad 
rates,  and  in  view  of  the  statements  regarding  cost  of  service  made 
by  representatives  of  both  the  railroads  and  the  post  office,  no 
further  defense  need  be  given  for  taking  cost  as  the  primary  factor 
in  determining  whether  the  railroads  are  overpaid  or  underpaid. 
If  the  present  committee,  after  considering  the  discussions  regard- 
ing cost,  should  adopt  that  basis  as  the  ultimate  determinant  of  what 
is  a  fair  payment  to  the  railroads,  its  conclusion  would  not  be 
without  precedent  in  this  matter.  The  following  is  from  the  ma- 
jority report  of  the  Wolcott  Commission.  After  referring  to  the 
division  of  expenses  between  freight  and  passenger  and  then  be- 
tween the  three  branches  of  the  passenger  service,  they  say: 

We  are  of  the  opinion  that  this  means  of  arriving  at  the  cost 
of  the  transportation  of  the  mails  affords  the  safest  method  by 
which  to  reach  a  just  approximation  or  estimate  of  the  cost  to 
the  railroads  of  transporting  the  mails.  All  the  parts  or  classes 
of  the  railroad  business  are  so  intimately  interwoven  the  one  with 
the  other  and  the  accounts  of  the  railroads  are,  from  the  nature  of 
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the  business,  so  intermingled  that  it  is  impossible,  and  unreasonable 
to  expect,  that  the  amounts  properly  and  solely  chargeable  to  the 
freight  department  on  the  one  hand  and  to  the  passenger  depart- 
ment on  the  other  can  be  segregated  from  each  other  with  abso- 
lute accuracy.  We  are,  however,  of  the  opinion  that,  upon  prin- 
ciples recognized  and  practiced  by  all  railroad  companies,  the  ex- 
penses to  be  chargeable  to  one  or  the  other  department,  and  the 
revenue  to  be  credited  to  each,  can  be  arrived  at  with  sufficient 
certainty  to  do  no  injustice  to  either,  and  that  in  the  same  way  a 
fair  division  of  the  expenses  and  receipts  can  be  made  between 
the  three  classes  of  the  passenger  department. 

The  commission,  therefore,  has  arrived  at  its  conclusion  largely 
by  this  method,  giving  due  consideration  to  whatever  light  seems 
to  be  thrown  upon  the  question  by  the  other  facts  appearing  in 
the  testimony.  (Pt.  1,  pp.  13  and  14.) 

This  does  not  mean  that  we  can  get  no  assistance  from  a  com- 
parison of  earnings  from  the  mail  and  other  passenger  train  ser- 
vices. It  simply  means  that  such  comparisons  are  not  convincing  un- 
less we  know  that  the  rates  with  which  we  are  comparing  mail  rates 
are  not  excessive,  and  to  ascertain  this  means  some  prior  deter- 
mination of  cost.  In  view  of  the  fact  that  the  passenger  rates 
of  this  country  have  frequently  been  investigated  on  a  cost  basis 
by  our  courts  and  State  Railroad  Commissions,  a  good  deal  of 
weight  should  be  given  to  the  comparative  earnings  from  the  mail 
cars  and  other  passenger-train  cars.  It  may  be  of  interest  to  note 
that  in  1883  the  Elmer-Thompson-Slater  committee  (a  committee 
appointed  by  the  Postmaster  General  under  an  act  of  Congress) 
adopted  the  principle  "that  a  rate  of  pay  which  will  in  general 
yield  the  railroad  companies  carrying  the  mails  a  return  per  car- 
mile  run,  not  differing  materially  in  amount  from  the  returns  now 
realized  by  these  same  corporations  from  the  running  of  their  pas- 
senger trains,  can  not  be  other  than  just  and  reasonable."  (48th 
Cong.,  1st  sess.,  Ex.  Doc.  No.  35,  p.  13.)  They  also  quote  the 
following,  from  an  early  decision  of  the  Supreme  Court  of  the 
United  States: 

Viewed  as  a  question  of  law,  it  is  impossible  to  say  that  either 
of  these  rules  of  computation  is  the  true  one.  The  question  is, 
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what  is  a  fair  and  reasonable  rate  of  compensation?  And  in 
reference  to  that,  we  adopt  the  opinion  of  the  Court  of  Claims  as 
thus  expressed. 

"Construing  the  statute  as  we  do,  we  think  the  court  would 
not  be  limited,  in  an  action  where  it  was  compelled  to  estimate 
damages,  to  the  rates  charged  by  the  companies  to  private  parties 
for  a  single  kind  of  similar  service.  We  think  that  a  court  or 
jury  would  be  authorized  to  look  over  the  entire  field  of  service 
in  determining  what  was  a  fair  and  reasonable  charge  for  a  kind 
which  was  similar  to  but  not  identical  with  any  other.  For  in- 
stance, if  it  should  appear  that  the  receipts  of  passenger  cars  were 
less  than  the  receipts  of  postal  cars,  and  the  cost  and  running  ex- 
penses no  greater,  we  are  inclined  to  think  that  that  fact  might 
be  a  proper  element  in  the  problem  of  estimating  the  amount  of 
fair  and  reasonable  rates  of  compensation."  (Union  Pacific  Rail- 
road Co.  v.  The  United  States,  14  Otto,  667.) 


A.     EVIDENCE  AS  TO  COST  OF  THE  SERVICE. 

It  will  be  well  to  define,  in  the  first  place,  just  what  is  meant 
by  cost.  We  may  have  in  mind  a  restricted  meaning  of  a  complete 
meaning.  A  restricted  meaning  would  include  merely  the  wages 
paid,  the  repair  of  equipment,  the  cost  of  fuel,  the  maintenance 
of  the  rails,  ties,  etc.;  in  short,  the  current  expenses  of  operation 
and  upkeep,  or  what  is  known  in  the  official  reports  as  the  operat- 
ing expenses.  If  a  railroad  collected  only  this  amount  from  its 
patrons  it  would  go  into  bankruptcy.  It  needs  additional  money 
for  the  following  purposes:  It  must  pay  taxes,  it  must  pay  interest, 
and,  if  it  is  not  to  discourage  new  investment,  it  must  pay  dividends, 
and,  furthermore,  it  must  have  a  surplus  to  carry  it  through  the 
lean  years.  When  all  these  items  have  been  added  to  operating 
expenses  we  have  cost  in  the  complete  sense;  in  short,  operating 
expense  plus  taxes  and  return  on  investment. 

To  put  this  in  concrete  form,  the  relation  of  these  railways  of 
the  items  may  be  shown  for  the  United  States  as  a  whole:  Year 
ending  June  30,  1911: 

60 


Operating  expenses    (including  salaries 
and   maintenance   of   organization 

of  non-operating  companies) $1,976,750,851 

Taxes 108,309,512 

Interest,  rents,  etc.    (net  deductions)  .  .  .        389,105,963 

Dividends    291,497,164 

Appropriations  for  additions  and  better- 
ments, new  lines  or  extensions,  and 

other  reserves 70, 1  56,077 

Increase  in  profit  and  loss  balance 91,669,663 


Total  operating  revenues  and  net  credit 

adjustments  through  profit  and  loss.  .$2,927,489,230 


From  this  table  it  is  readily  calculated  that  for  every  $1  of 
operating  expenses  it  is  necessary  for  the  roads  as  a  whole  to 
have  5.5  cents  for  taxes  and  19.7  cents  for  interest  and  other 
charges  before  they  can  think  of  paying  any  dividends  or  making 
any  improvements.  In  other  words,  25.2  cents  at  least  must  be 
allowed  in  addition  to  every  dollar  of  operating  expense  to  keep 
the  roads  from  bankruptcy.  This  provides  an  average  of  4. 1 8  per 
cent,  on  the  funded  debt.  How  much  additional  must  be  allowed 
for  dividends  and  surplus  will  not  be  known  until  a  valuation  has 
been  made  of  the  roads.  But  these  considerations  are  sufficient 
to  show  that  the  original  suggestion  of  the  Post  Office  Department 
that  6  cents  be  added  to  each  dollar  of  operating  expense  and 
taxes  was  entirely  to  low. 
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Extracts  from  a  memorandum  of  Henry  L.  Stone,  General  Counsel, 

and   Wm.    A.    Colston,    General   Solicitor,    Louisville    & 

Nashville   Railroad   Company,    presented   at  a 

conference  of  railway  officials  held  in 

New  York  on  November    1 3, 

1913,  entitled 

ACCOUNTING 

FOR  PROPERTY  AND  EXPENSES  OF   INTERSTATE  CAR- 
RIERS UNDER  THE  DECISIONS  OF  THE  SUPREME 
COURT  OF  THE  UNITED  STATES  IN  THE 
MINNESOTA  RATE  CASE  AND  OTHER 
RECENT  CASES. 


THE  NECESSITY  FOR  AN  ESTABLISHED  SYSTEM  OF  AC- 
COUNTING FOR  EXPENSES  AND  PROPERTY 
OF  INTERSTATE  CARRIERS. 

In  the  Minnesota  Rate  Case,  the  Supreme  Court  reiterated  (pam- 
phlet opinion,  page  43),  its  previous  expressions  that  the  basis 
of  calculation  is  the  fair  value  of  the  property  used  for  the  con- 
venience of  the  public,  and  that  where  the  business  of  the  carrier 
is  both  interstate  and  intrastate,  the  question  whether  a  scheme 
of  maximum  rates  fixed  by  the  State  for  intrastate  transportation 
affords  a  fair  return  must  be  determined  by  considering  separately 
the  value  of  the  property  employed  in  the  intrastate  business  and 
the  compensation  allowed  in  that  business  under  the  rates  pre- 
scribed. 

In  litigation  respecting  State-made-rates,  it  is  therefore  necessary 
to  determine  with  respect  to  the  intrastate  traffic  separately  three 
large  facts: 

1 .  The  Property  devoted  to  the  Intrastate  Traffic. 

2.  The  Revenues  or  income  from  the  Intrastate  Traffic. 

3.  The  Operating  Expenses,  including  taxes,  or  the  cost  of  doing 
the  Intrastate  Traffic. 

The  great  bulk  of  operating  revenues  or  income  items  can  be 
directly  allocated  to  the  intrastate  traffic  or  to  the  interstate 
traffic,  and  the  proportion  of  common  items  is  so  small  that  for  all 
practical  purposes,  it  may  be  said  that  the  distribution  of  operating 
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revenues,  earnings,  or  income  between  intrastate  and  interstate 
traffic  can  be  effected  without  considerable  difficulty. 

The  distribution  of  property  and  of  expenses,  however,  present 
a  very  different  aspect.  On  interstate  railroads,  intrastate  traffic 
is  carried  in  the  same  trains  and  often  in  the  same  cars,  and  always 
over  the  same  ties  and  rails  as  interstate  traffic  and  practically  all 
of  the  property  used  and  practically  all  of  the  expenses  incurred 
are  jointly  used  and  incurred  by  the  interstate  traffic  and  the 
intrastate  traffic;  and  with  respect  to  this  property  jointly  used  and 
with  respect  to  these  expenses  jointly  incurred,  no  one  can  say, 
except  upon  the  establishment  of  an  authoritative  rule,  how  much 
shall  be  charged  to  the  one  kind  of  traffic,  interstate,  and  how 
much  shall  be  charged  to  the  other  kind  of  traffic,  intrastate. 

There  also  arises,  particularly  in  passenger  rate  cases,  the  neces- 
sity or  desirability  of  distributing  property  and  expenses  between 
the  passenger  traffic  and  the  freight  traffic.  It  has  been  held,  by 
some  of  the  lower  courts  at  least,  that  in  passenger  rate  litigation, 
it  is  not  sufficient  merely  to  show  that  the  return  from  all  of  the 
intrastate  traffic  is  insufficient,  when  compared  with  the  property 
devoted  to  that  traffic,  but  it  must  also  be  shown  that  the  passenger 
rates  in  controversy  contribute  to  the  insufficiency,  and  in  the 
Pennsylvania  Railroad  case,  it  was  held  by  a  divided  State  court 
of  last  resort,  that  the  intrastate  passenger  earnings  should  be 
separately  considered  in  connection  with  the  property  devoted  to 
that  particular  traffic. 

And  even  if  it  be  not  necessary  to  consider  separately  the  final 
returns  from  the  intrastate  passenger  traffic,  as  compared  with  the 
property  devoted  to  that  traffic,  it  is  generally  necessary  to  make 
a  distribution  between  the  freight  traffic  and  the  passenger  traffic, 
in  order  to  arrive  at  a  distribution  between  the  interstate  traffic 
and  the  intrastate  traffic,  because,  while,  the  interstate  units  in 
the  freight  traffic  have  certain  similarities  to  the  intrastate  units  in 
the  freight  traffic,  and  while  the  interstate  units  in  the  passenger 
traffic  have  certain  similarities  to  the  intrastate  units  in  the  passenger 
traffic,  there  is  no  such  similarity  between  the  passenger  units 
and  the  freight  units  as  will  enable  a  distribution  of  property  and 
expenses  upon  such  units  when  considered  together  That  is  to 
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say,  one  can  not  compare  a  passenger  with  a  ton,  nor  can  one 
compare  a  passenger-mile  with  a  ton-mile,  and  even  a  gross  ton- 
mile  of  passenger  train  is  an  entirely  different  thing  from  a  gross 
ton-mile  of  a  freight  train. 

For  many  years  rate  cases  have  been  tried  upon  the  opinions 
of  experts  showing  that  the  intrastate  traffic  costs  to  earn  a  certain 
percentage  of  the  revenue  more  than  the  interstate  traffic  costs,  or 
more  than  all  traffic,  interstate  and  intrastate  combined  costs, 
and  distributions  of  property  have  also  been  made  upon  a  revenue 
basis.  Not  only  do  such  distributions  involve  the  fallacy  of  petitio 
principii,  because  the  greater  the  rates,  the  greater  the  revenues 
and  the  greater  the  expenses  and  the  greater  the  amount  of  property 
apportioned  to  the  business  under  such  distributions,  but  such  dis- 
tributions have  definitely  been  disapproved  by  the  Supreme  Court 
of  the  United  States  in  the  Minnesota  Rate  Case. 

With  respect  to  such  distributions,  the  court  said  (pamphlet 
opinion,  pages  65-66)  : 

"The  statements  of  the  complainants*  witnesses  as  to  extra 
cost  of  intrastate  business,  while  entitled  to  respect  as  expressions 
of  opinion,  manifestly  involve  wide  and  difficult  generalizations. 
They  embrace,  without  the  aid  of  statistical  information  derived 
from  appropriate  tests  and  submitted  to  careful  analysis,  a  general 
estimate  of  all  the  conditions  of  transportation  and  an  effect  to 
express  in  the  terms  of  a  definite  relation,  or  ratio,  what  clearly 
could  be  accurately  arrived  at  only  by  prolonged  and  minute  in- 
vestigation of  particular  facts  with  respect  to  the  actual  traffic  as 
it  was  being  carried  over  the  line.  The  extra  cost,  as  estimated 
by  these  witnesses,  is  predicated  not  simply  of  haulage  charges,  but 
of  all  the  outlays  of  the  freight  service  including  the  share  of  the 
expenses  for  maintenance  of  way  and  equipment  assigned  to  the 
freight  department.  And  the  ratio,  to  be  accurately  stated,  must 
also  express  the  results  of  a  suitable  discrimination  between  the 
interstate  and  intrastate  traffic  on  through  and  local  trains  re- 
spectively and  of  an  attribution  of  the  proper  share  of  the  extra 
cost  of  local  train  service  to  the  interstate  traffic  that  uses  it. 
The  wide  range  of  the  estimates  of  extra  cost,  from  three  to  six 
or  seven  times  that  of  the  interstate  business  per  ton-mile,  shows 
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both  the  difficulty  and  the  lack  of  certainty  in  passing  judgment. 

"We  are  of  the  opinion  that  on  an  issue  of  this  character  in- 
volving the  constitutional  validity  of  State  action,  general  estimates 
of  the  sort  here  submitted,  with  respect  to  a  subject  so  intricate 
and  important,  should  not  be  accepted  as  adequate  proof  to 
sustain  a  finding  of  confiscation.  While  accounts  have  not  been 
kept  so  as  to  show  the  relative  cost  of  interstate  and  intrastate 
business,  giving  particulars  of  the  traffic  handled  on  through  and 
local  trains,  and  presenting  data  from  which  such  extra  cost,  as 
there  may  be,  of  intrastate  business  may  be  suitably  determined,  it 
would  appear  to  have  been  not  impracticable  to  have  had  such 
accounts  kept  or  statistics  prepared  at  least  during  test  periods 
properly  selected.  It  may  be  said  that  this  would  have  been  a 
very  difficult  matter,  but  the  company  having  assailed  the  con- 
stitutionality of  the  State  acts  and  orders  was  bound  to  establish 
its  case,  and  it  was  not  entitled  to  rest  on  expressions  of  judgment 
when  it  had  it  in  its  power  to  present  accurate  data  which  would 
permit  the  court  to  draw  the  right  conclusion.** 

Common  carriers  engaged  in  interstate  commerce  in  the  United 
States  are  subject  to  two  rate-making  jurisdictions,  one  the  State 
Body  and  the  other  the  Federal  Body,  both  have  jurisdiction  and 
both  are  in  continual  session  and  can  act  at  any  time  contemporane- 
ously or  separately. 

Under  such  circumstances,  the  necessity  for  the  adoption  of 
a  fixed  and  uniform  plan  of  distributing  operating  expenses  and 
the  properties  of  interstate  carriers  is  illustrated  by  the  charts 
numbered  from  one  to  four  on  the  following  pages. 

Chart  No.  1,  represents  the  ideal  condition  of  absolute  fact, 
ascertainable  or  to  be  fixed  only  by  a  supreme  intellect  or  by  a 
supreme  authority.  In  this  ideal  case,  the  total  expense  of  $2,000,- 
000.00  (and  the  same  reasoning  will  apply  to  a  total  property 
value  of  $2,000,000.00)  is  correctly  distributed  in  equal  portions 
between  the  intrastate  traffic  and  the  interstate  traffic. 

But  we  can  not  put  the  supreme  intellect  on  the  witness  stand 
and  the  rule  of  division  has  not  been  established  by  a  supreme 
authority,  or  even  by  any  authority  which  will  be  recognized  in 
the  courts,  and  it  is  conservative  to  say  that  at  least  20  per  cent. 
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of  the  expenses  may,  in  the  different  opinions  of  reasonable  men, 
be  distributed  to  either  the  one  class,  interstate,  or  to  the  other 
class,  intrastate. 

The  rule  adopted  by  the  Supreme  Court  in  the  rate  cases  appears 
to  be  that  expenses  and  property  must  be  distributed  with  cer- 
tainty before  relief  can  be  granted,  that  is  to  say,  when  a  railroad 
complains  of  rates  fixed  by  State  authority  or  by  Federal  authority, 
the  plaintiff  must  show  beyond  a  reasonable  doubt  that  so  much 
property  has  been  used  or  is  required  and  so  much  expense  has 
been  incurred  or  is  incurred  in  conducting  the  traffic  in  litigation. 

Thus  in  a  contest  involving  the  intrastate  rates,  resolving  the 
20  per  cent,  of  doubt  against  the  complainant,  only  $800,000.00 
can  be  charged  against  the  intrastate  traffic,  which,  under  the 
assumed  state  of  case,  should  stand  an  expense  of  $1,000,000.00, 
and  there  must  be  thrown  against  interstate  traffic,  which  is  not 
in  controversy,  the  remainder  of  the  expenses,  or  $1,200,000.00, 
although  the  interstate  traffic  should  be  charged  with  $1,000,000.00 
only.  This  situation  is  illustrated  by  Chart  No.  2. 

Similarly,  in  a  trial  of  interstate  rates  only,  the  railroads  would 
be  permitted  to  charge  interstate  traffic  with  only  $800,000.00, 
the  remaining  charge  going  to  intrastate  traffic  not  then  under 
consideration  by  the  court.  This  situation  is  shown  in  Chart  No.  3. 

Now,  both  jurisdictions  undertake  to  act  concurrently.  The 
State  authorities  assuming  to  act  upon  the  intrastate  business  only 
and  the  Federal  authority  assuming  to  act  upon  the  interstate 
business  only,  and  (let  us  suppose)  the  cases  are  tried  in  different 
courts.  In  the  court  hearing  the  State  case  all  reasonable  doubts 
must  be  resolved  in  favor  of  the  State  rates  and  in  the  court  hearing 
the  interstate  case,  all  reasonable  doubts  must  be  resolved  in  favor 
the  interstate  rates.  As  a  result,  the  railroad  can  charge  only 
$800,000.00  to  intrastate  traffic  and  only  $800,000.00  to  inter- 
state traffic  and  there  is  $400,000.00  of  expense  (or  $400,000.00 
worth  of  property)  for  which  or  on  account  of  which  the  railroad, 
although  it  has  made  the  expenditures,  is  permitted  no  return  what- 
ever. This  situation  is  illustrated  by  Chart  No.  4. 


Total  Expenses  for  (ji$tribution<$2.oootooQ. 

Qn.  ihe  assumption  of  equal  (jiVision  we 
have 


Jf*. 


/ntrastate 


1000,000. 


Interstate 


Total  Expenses  for  Distribution  pZflOo.  ooo. 
Of  which    20%   is  joubtful. 

Result  in  Trial    of  /nfrcistctte  Case. 


Jfo.  2. 


Intrastaie 
•$800,000. 


inter  st 


fi.200,  OOO 
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Total  Expenses  for  Distribution  faooqooo. 

Of  which   20%  is  joubtful. 
Result  of  Trial  in    Jn-f-erstate  Case 


/ntrastate 


$600,000. 


Total  Expenses  for  Distribution  <$£tOOO.OOa 
Of  which  20%  is  joubtful. 

Tried  in    Two  Cases. 


Interstate 


$600,000. 
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It  is,  therefore,  respectfully  submitted  that,  in  order  for  inter- 
state carriers  to  hope  to  win  law  suits  involving  the  question  of 
confiscation,  either  with  respect  to  interstate  rates  or  with  respect 
to  intrastate  rates. 

1.  There  must  in  future  be  a  uniform  method  or  system  of  ac- 
counting,   so   that   the   railroad   may  obtain   credit  for   every 
dollar  of  expenses  incurred  and  for  every  dollar  of  property 
devoted  to  the  traffic,  either  in  the  one  class  or  in  the  other 
class  of  service. 

2.  It  is  preferable  that  the  stamp  of  approval  of  the  supreme 
authority  in  such  matters   (Congress  acting  either  directly  or 
through  the  Interstate  Commerce  Commission)  should  be  ob- 
tained for  the  method  adopted. 

The  southeastern  carriers  engaged  in  contesting  rates  prescribed 
by  the  Alabama  Legislature,  recognized  four  years  before  the 
decision  in  the  Minnesota  case,  the  necessity  for  distributing  operat- 
ing expenses  according  to  the  USE  made  of  the  property  and  ex- 
penses or  according  to  the  SERVICE  required  for  the  several 
classes  of  traffic  and  independently  of  the  revenue  produced,  and 
in  September  and  October,  1909,  conferences  of  lines  contesting 
the  Alabama  rates  were  held  at  Atlanta,  Ga.,  to  consider  such 
methods  of  accounting,  and  the  general  principles  of  distributing 
operating  expenses  as  between  interstate  traffic  and  intrastate  traffic 
upon  what  was  termed  the  Unit  of  Service  Basis  were  adopted. 

This  basis  was  accepted  by  the  Special  Master  and  approved  by 
the  Circuit  Court  (now  the  District  Court)  of  the  United  States 
for  the  Middle  District  of  Alabama,  and  the  decree  of  the  court 
enjoining  the  rates  upon  the  result  reached  by  the  Unit  of  Service 
Basis,  has  not  been  appealed  from.  The  following  excerpt  from 
pages  160  to  195  of  the  Special  Master's  Report  in  the  Louisville 
&  Nashville  case  of  the  Alabama  Rate  Litigation  (No.  264  in  Equity 
in  the  Circuit  Court  of  the  United  States  for  the  Middle  District 
of  Alabama,  196  Fed.  800.),  affords  a  general  explanation  of  the 
plan. 

UNIT  OF  SERVICE  BASIS. 

The  division  of  operating  expenses  between  interstate  and  intra- 
state traffic,  was  made  by  complainant  on  what  it  calls  the  Unit 
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of  Service  Basis.      And  it  is  against  this  theory   that   defendants 
have  directed  their  chief  attack. 

It  is  reviled  as  having  supplanted  the  method  previously  used 
and  as  having  been  invented  solely  for  the  purpose  of  this  litiga- 
tion. 

In  so  far  as  it  may  supersede  previous  methods,  that  might  be 
a  virtue  if  the  older  methods  are  themselves  unreliable  and  mere 
guess  work.  And  as  to  the  occasion  of  its  birth,  Necessity  is  a 
reputable  mother. 

¥  ¥  «  *  « 

I  now  proceed  to  give  an  explanation  of  the  unit  of  service  basis, 
which  can  be  applied  to  any  road.  And  as  it  was  invented  or 
devised  by  Mr.  W.  A.  Colston,  a  witness  in  this  case,  and  a  very 
intelligent  and  competent  man,  I  give  the  explanation  substantially 
in  his  words  taken  from  the  brief  of  H.  L.  Stone,  leading  counsel 
for  the  complainant. 

"THE  UNIT  OF  SERVICE  BASIS  OR  PLAN  OF  DIVIDING 
OPERATING  EXPENSES/' 

The  unit  of  service  basis  or  plan  is  the  result  of  an  effort  to 
divide  operating  expenses  between  interstate  traffic  and  intrastate 
traffic  without  reference  to  the  revenue  and  in  accordance  with 
the  service  rendered  or  required. 

There  exists  considerable  difficulty  in  such  an  undertaking  for 
the  reason  that  the  business  carried  on  by  railroads  consists  of  two 
quite  dissimilar  large  divisions — the  freight  traffic  and  the  passen- 
ger traffic.  It  is  impossible,  of  course,  to  compare  a  passenger 
with  a  ton,  or  a  passenger-mile  with  a  ton-mile. 

In  response  to  request,  the  accounting  officers  of  lines  engaged 
in  the  Alabama  Rate  Litigation  held  conferences  at  Atlanta,  Ga., 
in  September  and  in  October,  1909,  and  considered  in  detail  vari- 
ous known  plans  of  dividing  operating  expenses  between  States, 
between  freight  and  passenger  traffic,  and  between  interstate  traf- 
fic and  intrastate  traffic,  and  adopted  as  the  principle  upon  which 
distribution  of  operating  expenses  should  be  made  between  inter- 
state and  intrastate  traffic,  the  Unit  of  Service  Basis  by  the  following 
resolution  (South  &  North,  Record,  pp.  2571-2572): 

"RESOLVED,  That  in  the  separation  of  operating  expenses  as 
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between  interstate  traffic  and  intrastate  traffic  upon  a  Unit  of  Ser- 
vice Basis,  freight  and  passenger  expenses  should  first  be  divided 
as  between  haulage  and  non-haulage  items  and  general  expenses, 
and  that  freight  haulage  items  should  be  apportioned  to  interstate 
and  intrastate  traffic  on  basis  of  the  number  of  ton-miles  in  each 
class,  equalized  or  adjusted  to  local  conditions;  that  freight  non- 
haulage  items  should  be  apportioned  on  basis  of  tons  so  equalized 
or  adjusted;  and  that  general  expenses  should  be  apportioned  on 
basis  of  haulage  and  non-haulage  items  so  divided  and  that  passen- 
ger expenses  should  be  similarly  divided  on  basis  of  equalized  or 
adjusted  passenger  miles  or  passengers.'* 

And  the  application  of  this  principle  which  has  been  made  by 
complainant  in  the  present  case  has  been  testified  to  by  experienced 
railroad  accounting  and  operating  officers  not  connected  with  com- 
plainant company,  or  with  any  of  the  lines  engaged  in  the  Alabama 
Rate  Litigation,  as  being  the  best  and  most  scientific  method  of 
dividing  operating  expenses  which  has  yet  been  devised. 

The  courts,  the  Interstate  Commerce  Commission,  railroad  ac- 
countants and  economists  are  substantially  a  unit  in  the  opinion 
that  operating  expenses  can  not  be  divided  between  different 
classes  of  traffic  with  mathematical  accuracy.  The  opinion  in  the 
following  quotation  from  Northern  Pacific  Railway  Co.  v.  Keyes, 
91  Fed.  47,  may  be  taken  as  that  of  the  railway  world: 

"The  fundamental  question  in  all  cases  like  these  is,  will  the 
rates  prescribed  by  the  State  pay  the  expense  of  doing  the  local 
business,  and  leave  to  the  carrier  a  reasonable  compensation  upon 
the  fair  value  of  the  property  which  it  employs  in  performing  the 
service.  Certain  of  the  factors  necessary  to  a  determination  of  this 
question  are  capable  of  definite  knowledge;  others  must  forever 
rest  largely  upon  opinion.  The  income  derived  by  the  carrier  from 
the  business  which  it  conducts  within  the  State  can  be  ascertained 
accurately  from  the  records  of  the  company,  but  the  expense  of 
doing  that  business  is  not  susceptible  of  mathematical  ascertain- 
ment. Many  of  its  items  apply  equally  to  local  and  interstate  busi- 
ness. The  different  kinds  of  traffic  are  often  carried  in  the  same 
train,  and  not  infrequently  in  the  same  car.  It  is  absolutely  im- 
posFiMe  to  divide  the  cost  of  traffic  thus  moved,  and  say  that  this 
amount  should  be  attributed  to  local  business  and  that  amount  to 
interstate."  71 
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But  it  appears  from  the  testimony  in  this  case  that  it  is  possible 
for  experienced  accountants  to  state  the  minimum  costs  which 
should  be  reasonably  charged  against  any  particular  traffic.  And 
this  complainant  has  endeavored  to  do  in  this  case,  with  respect  to 
the  intrastate  traffic;  and  in  making  the  preliminary  subdivision  of 
expenses  between  freight  traffic  and  passenger  traffic  complainant 
has  stated  the  minimum  costs  of  doing  passenger  traffic,  because 
intrastate  traffic  bears  a  larger  proportion  of  the  expenses  of  pas- 
senger traffic  than  it  bears  of  the  expenses  of  freight  traffic. 

The  results  arrived  at  by  complainant  upon  the  Unit  of  Service 
Basis  support  and  are  supported  by  the  testimony  of  experts  as  to 
the  excess  cost  of  earning  a  dollar  of  intrastate  traffic  as  compared 
with  the  average  cost  of  earning  a  dollar  of  all  traffic,  interstate 
and  intrastate  combined,  and  also  support  and  are  supported  by 
the  algebraical  calculations  which  are  shown  in  this  case. 

Outline  of  Unit  of  Service  Basis  of  Dividing  Operating  Expenses, 
etc.  (See  Diagram  on  opposite  page.) 

The  fairness  and  reasonableness  of  the  Unit  of  Service  basis 
as  a  method  or  plan  of  dividing  operating  expenses  has  also  been 
testified  to  specifically  in  this  case  by  experienced  traffic  operating 
and  accounting  officers,  both  those  connected  with  and  those  not 
connected  with  complainant  company.  And  this  testimony  as  to 
the  fairness  and  reasonableness  of  the  plan  relates  not  only  to 
the  separate  steps  or  parts  of  the  method  but  also  to  the  results 
reached  as  a  whole. 

OUTLINE  AND  EXPLANATION  OF  THE  PLAN. 

The  chart  on  the  opposite  page  affords  an  outline  of  the  Unit 
of  Service  basis  for  dividing  operating  expenses  as  between  inter- 
state and  intrastate  traffic,  and  represents  graphically,  in  six  lines 
of  circles,  the  process  of  analysis  and  synthesis  in  accordance  with 
which  the  total  operating  expenses  in  the  State  of  Alabama  are 
finally  distributed  into  total  interstate  expenses  and  total  intra- 
state expenses  for  the  State  of  Alabama. 

Obviously,  other  conditions  being  the  same,  no  separation  of 
operating  expenses  can  be  based  merely  upon  the  distinction  be- 
tween interstate  traffic  and  intrastate  traffic.  If  the  circumstances 
surrounding  the  handling  of  interstate  traffic  were  exactly  the  same 
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as  the  circumstances  surrounding  the  handling  of  intrastate  traffic, 
it  would  cost  just  as  much  to  do  the  one  kind  of  traffic  as  it  would 
cost  to  do  the  other  kind.  The  basis  of  division  must,  therefore, 
be  sought  in  differences  of  conditions  or  characteristics  of  the  two 
kinds  of  traffic.  The  most  distinguishing  feature  which  can  be 
employed  for  this  purpose  appears  to  be  that  which  underlies 
complainant's  plan — the  average  length  of  haul.  The  effect  of 
relative  lengths  of  haul  on  relative  costs  of  transportation  has  long 
been  recognized  by  the  courts,  and  this  fundamental  distinction 
was  observed  in  the  recent  opinion  in  the  Minnesota  Rate  Case, 
Shepard  v.  Northern  Pacific  Railroad  Co.,  et  al.,  184  Fed.  765, 
April  8,  191  1.  At  page  781,  Judge  Sanborn  says: 

"Every  rate  comprehends  two  terminal  charges,  the  initial  and 
the  final,  and  a  distance  haulage  charge.  It  is  a  cardinal  principle 
of  rate  making  that  a  rate  for  a  longer  distance  should  be  propor- 
tionately smaller  than  one  for  a  shorter  distance;  that  is  to  say, 
that  a  rate  for  500  miles  should  be  less  than  twice  the  rate  for  250 
miles,  if  conditions  of  transportation  be  the  same,  because  the  rate 
for  250  miles  includes  two  terminal  charges,  and,  if  the  rate  for 
500  miles  were  twice  the  rate  for  250  miles,  it  would  manifestly 
include  the  equivalent  of  four  terminal  charges.  Even  if  the  haulage 
charge  were  the  same  per  mile  for  a  haul  of  500  miles  as  for  a 
haul  of  250  miles,  which  is  contrary  to  the  rule  generally  applied 
in  rate  making,  the  rate  per  ton  per  mile  for  the  500  miles  should 
be  less  than  for  the  250  miles  because  in  the  one  case  the  terminal 
charges  would  be  spread  over  500  miles  and  in  the  other  over  only 
250  miles." 

And  Clements,  Commissioner,  said  in  the  case  of  Board  of  Trade 
of  Troy,  Ala.,  v.  Alabama  Midland  R'y  Co.,  6  I.  C.  R.  23: 

"The  cost  of  the  services  in  railway  transportation  is  the  expense 
of  the  two  terminals  and  the  intermediate  haul.  The  terminal 
expenses  remain  the  same  without  reference  to  the  length  of  the 
haul.  A  local  rate  covers  the  expenses  of  both  terminals,  but  a 
division  of  a  through  rate  allotted  to  either  of  the  terminal  carriers 
of  the  through  line  can  only  embrace  the  expense  of  one  terminal, 
and  because  of  this  difference  in  expense,  among  other  reasons, 
local  rates  are  made,  as  a  general  rule  much  higher  in  proportion 
to  the  length  of  haul  than  through  rates  or  any  division  thereof." 
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And  in  N.  P.  R'y  Co.  v.  Keyes,  91  Fed.,  pp.  51-53: 

''Length  of  haul  is  another  element  of  prime  importance  in  de- 
termining rates  for  transportation.'* 

"There  is  no  principle  of  railroading  that  is  better  established 
than  that  the  cost  of  doing  business  rapidly  decreases  as  the  length 
of  haul  increases.'* 

And  practically  all  freight  tariffs  whether  issued  by  the  carriers 
themselves  or  promulgated  by  Commissions  or  Legislatures  take 
this  principle  into  account. 

In  order  that  this  principle  may  be  applied  to  the  distribution 
of  operating  expenses  between  interstate  and  intrastate  traffic,  it  is 
necessary,  of  course,  that  a  distribution  shall  be  made,  as  indicated 
in  third  line  of  the  chart,  between  haulage  expenses  or  those  which 
are  dependent  upon  the  distance  which  a  shipment  or  a  passenger 
travels,  and  non-haulage  expenses,  or  those  which  are  independent 
of  the  distance  moved.  But,  inasmuch  as  it  is  not  possible  to  com- 
pare a  ton-mile  with  a  passenger-mile  or  a  ton  with  a  passenger 
as  expense  producing  factors,  and  it  is  not  logical  to  make  a  distri- 
bution on  gross  tonnage  of  trains  because  a  gross  ton-mile  in 
passenger  traffic  is  an  entirely  different  thing  from  a  gross  ton-mile 
in  freight  traffic,  it  is  necessary  first  to  make  a  distribution  of  operat- 
ing expenses  between  the  passenger  service  and  the  freight  service, 
as  indicated  in  line  2  of  the  chart. 

DISTRIBUTION    BETWEEN    PASSENGER    EXPENSES    AND 
FREIGHT  EXPENSES. 

The  evidence  in  this  case  clearly  shows,  and  it  appears  to  be 
the  general  opinion  among  railroad  accountants,  that  no  exact  dis- 
tribution of  operating  expenses  between  the  passenger  traffic  and 
the  freight  traffic  can  be  effected.  But,  as  we  have  pointed  out, 
it  is  necessary  to  make  a  distribution  of  operating  expenses  between 
the  passenger  service  and  the  freight  service  with  as  close  an 
approximation  as  possible  in  order  that  similar  units  of  service  may 
be  used  as  factors  in  making  distribution  between  interstate  and 
intrastate  expenses.  In  making  this  distribution  of  expenses  be- 
tween passenger  and  freight,  it  is  necessary  to  consider  not  only 
those  expenses  which  are  caused  by  the  movement  of  traffic,  but 
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also  those  expenses  which  are  independent  of  the  movement  of 
traffic  but  which  are  required  by  and  which  must  be  incurred  on 
account  of  the  movement  of  traffic — that  is,  it  is  necessary  to  con- 
sider not  only  factors  of  causation,  but  also  factors  of  requirement. 
This  distinction  is  to  be  particularly  made  in  the  case  of  the  ex- 
pense of  maintaining  the  company's  way  and  structures,  which 
expenses  are  due  partly  to  wear  or  traffic,  and  are  partly  due  to 
weather  stress,  independently  of  the  movement  of  traffic.  In  mak- 
ing these  distributions  there  must  also  be  observed  that  principle 
which  was  recognized  both  in  the  accounting  testimony  given  on 
behalf  of  complainant  and  in  the  accounting  testimony  given  on 
behalf  of  defendants-that  all  items  which  can  be  allocated  either 
directly  or  by  the  opinion  of  experienced  men  must  be  so  treated 
before  distributions  are  effected  more  or  less  arbitrarily  on  factors 
of  use  or  causation  or  requirement. 

Many  of  the  expenses,  such  as  the  repairs,  renewals  or  depre- 
ciation of  freight  cars  and  of  passenger  cars,  and  fuel  and  supplies 
furnished,  respectively,  to  freight  trains  and  to  passenger  trains, 
and  the  wages  of  train  men  on  passenger  trains  and  freight  trains, 
etc.,  may  be  apparently  directly  allocated  to  the  freight  or  passen- 
ger service,  and  were  so  distributed  by  complainant,  although  it 
appears  from  the  testimony  that  considerable  amounts  so  charged 
to  the  freight  service  are  really  chargeable  in  part  to  the  passenger 
service  on  account  of  expenses  incurred  by  the  freight  service  for 
the  passenger  service  resulting  from  freight  trains  taking  sidings 
for  passenger  trains,  carriage  of  company's  material  on  freight 
trains,  etc.  Certain  expenses,  principally  yard  and  switching  ex- 
penses, were  distributed  between  the  freight  service  and  the  passen- 
ger service  in  accordance  with  opinion  of  the  superintendents  under 
whose  jurisdiction  the  expenses  were  incured.  These  distribu- 
tions made  by  complainant  were  not  objected  to  by  defendants. 
Certain  other  expenses,  particularly  those  relating  to  the  mainte- 
nance of  the  company's  way  and  structures,  were  distributed  in 
part  as  exclusively  attributable  to  one  traffic  or  the  other  traffic  in 
accordance  with  the  opinion  of  a  civil  engineer  who  was  thoroughly 
informed  as  to  the  lines  in  Alabama  concerning  which  he  testified. 
In  accordance  with  testimony  of  this  engineer,  complainant  distri- 
buted certain  percentages  of  a  number  of  primary  accounts  under 
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the  general  account  "Maintenance  of  Way  and  Structures"  as  ex- 
clusively attributable  to  the  passenger  traffic,  and  the  expense  of 
maintaining  docks  and  wharves,  which  were  used  exclusively  for 
the  freight  traffic,  was  charged  to  the  freight  service. 

With  reference  to  those  expenses  under  the  general  head  of 
Maintenance  of  Way  and  Structures  which  are  dependent  upon 
the  volume  of  traffic,  it  is  shown  by  the  opinion  of  engineers  best 
informed  upon  the  subject  concerning  which  they  testified  that  with 
reference  to  the  Louisville  &  Nashville  Railroad  Company's  lines 
in  the  State  of  Alabama,  a  passenger  train  mile  is  at  least  as  destruc- 
tive or  at  least  as  potent  as  an  expense  producing  factor  as  is 
a  freight  train-mile.  And  this  opinion  is  substantiated  by  the 
statistics  of  railways  in  the  United  States  as  published  by  the  Inter- 
state Commerce  Commission.  The  wear  proportion  or  repairs  and 
renewals  of  water  stations  and  fuel  stations  is  probably  best 
measured  by  the  number  of  tons  of  fuel  handled.  Complainant 
distributed  the  wear  proportion  of  way  and  structure  accounts  in 
accordance  with  these  principles. 

With  reference  to  those  expenses  under  general  caption  of  "Main- 
tenance of  Way  and  Structures"  which  are  independent  of  the 
volumes  of  traffic,  it  appears  that  neither  the  volume  of  freight 
traffic  nor  the  volume  of  passenger  traffic  CAUSED  or  AF- 
FECTED the  expense,  but  that  the  expense  is  proportionate 
to  the  amount  of  material  or  road  subjected  to  the  action 
of  the  elements.  And  it  appeared  further  that  at  least  as 
good  a  road  and  as  costly  a  road  would  be  required  for  conducting 
exclusively  a  passenger  traffic  as  would  be  required  for  conducting 
exclusively  a  freight  traffic.  And  therefore  it  seems  that  a  logical 
distribution  of  such  expenses  is  to  be  made  on  the  basis  of  the 
REQUIREMENT  of  each  kind  of  traffic;  and  complainant  effected 
such  a  distribution  by  charging  one-half  to  one  kind  of  traffic  and 
one-half  to  the  other  kind  of  traffic. 

The  fairness  and  reasonableness  of  the  distribution  made  by 
complainant  of  operating  expenses  between  freight  and  passenger 
were  testified  to  in  detail  by  operating  and  accounting  officers  of 
other  lines;  and  as  to  the  final  result  of  the  distribution  made  by 
complainant  it  appeared  from  the  testimony  that  where  com- 
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plainant's  accountants  had  erred  at  all,  they  had  erred  in  charging 
too  little  to  the  passenger  traffic  and  correspondingly  too  much 
to  the  freight  traffic,  with  the  result  that  intrastate  traffic  was  ulti- 
mately undercharged  and  interstate  traffic  ultimately  overcharged 
a  corresponding  amount. 

A  larger  proportion  of  passenger  traffic  than  of  freight  traffic 
is  intrastate  and  a  larger  proportion  of  passenger  expenses  than 
of  freight  is  chargeable  to  intrastate  and  therefore  it  is  to  the  com- 
plainant's interest  in  the  distribution  between  freight  and  passenger 
traffic  to  charge  as  much  of  the  expense  to  passenger  as  possible, 
and  it  is  to  defendant's  interest  to  charge  as  little  as  possible  to 
passenger  traffic  by  throwing  as  great  a  charge  as  possible  against 
the  freight  service.  In  view  of  these  facts,  the  fairness  of  the  dis- 
tribution made  by  the  complainant  under  the  issues  in  this  case 
may  be  checked  in  another  way.  The  schedules  of  freight  and 
passenger  rates,  having  been  made  and  adjusted  by  expert  traffic 
men  in  accordance  with  what  experience  has  taught  or  necessity 
has  required,  afford  to  a  certain  extent  a  fair  measure  of  the  ex- 
penses which  should  be  borne  by  the  freight  traffic  and  passenger 
traffic,  respectively,  without  raising  the  question  of  distribution  be- 
tween interstate  traffic  and  intrastate  traffic.  Expenses  might, 
therefore,  be  appropriately  divided  between  the  passenger  traffic 
and  the  freight  traffic  in  proportion  to  gross  operating  revenues  in 
each  class,  except  for  the  fact  that  the  object  sought  in  the  prepara- 
tion of  the  Unit  of  Service  formula  is  the  division  of  operating 
expenses  without  reference  to  the  revenues.  It  appears  from  the 
reports  of  the  Interstate  Commerce  Commission  that  generally 
throughout  the  United  States  the  cost  of  earning  a  dollar  in  passen- 
ger traffic  is  at  least  as  great  as  the  cost  of  earning  a  dollar  in 
freight  traffic,  and  the  uncontradicted  testimony  of  traffic  men 
familiar  with  conditions  on  the  Louisville  &  Nashville  Railroad 
lines  in  Alabama,  is  to  the  effect  that  on  those  lines  it  costs  at  least 
as  much  to  earn  a  dollar  in  passenger  traffic  as  it  costs  to  earn  a 
dollar  in  freight  traffic.  And  the  testimony  of  accounting  and 
operating  officials  for  other  lines  is  to  the  same  general  effect. 
(Record,  pp.  3661,  3914,  3992,  6314,  6317.)  ***  *** 
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DISTRIBUTION  BETWEEN  HAULAGE  AND  NON-HAULAGE 

EXPENSES. 

The  distribution  of  total  expenses  between  the  passenger  traffic 
and  the  freight  traffic  having  been  effected  the  next  division  to 
be  made  is  one  of  the  passenger  expenses  between  haulage  and 
non-haulage  passenger  expenses,  and  of  the  freight  expenses  be- 
tween haulage  and  non-haulage  freight  expenses,  as  indicated  by 
line  3  of  chart,  supra.  The  distinction  between  haulage  expenses 
and  non-haulage  expenses  is  by  no  means  novel.  According  to  the 
so-called  "Natural  system"  of  adjusting  railway  charges  to  cost  of 
service  which 

"was  adopted  in  Alsace-Lorraine  in  1871;  by  the  connecting 
roads,  on  through  business  to  or  from  these  provinces,  in  1872; 
By  Baden  in  1873;  by  Hungary  in  1874.  The  rate  on  any  class  of 
goods  consisted  of  a  fixed  charge  to  cover  terminal  expenses, 
independent  of  distance,  plus  a  rate  per  mile  to  cover  movement 
expenses.  For  instance,  the  tariff  of  Southwestern  Germany,  re- 
duced to  American  units,  was  approximately  as  follows,  per  ton 
of  each  class  of  goods: 

Terminal      Mileage 

Rates 
cents  cents 

Express    55  9.00 

Parcels     44  3.60 

Box  Car 

Half  car-load,  per  ton 33  2.70 

Whole  car-load,  per  ton 22  2.25 

Platform  car 

Half  car-load,  per  ton 33  1.80 

Whole  car-load,  per  ton 22  1.35 

Coal  33  0.90" 


(Railroad  Transportation-Hadley-New  York  and  London    1886 — 
pages  243-244.) 

In  1879  the  McGraham  scale,  upon  which  is  based  the  Trunk 
Line  Rate  System,  was  readjusted  to  conform  more  closely  to  the 
cost-of-service  principle. 
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"The  plan,  as  thus  revised,  is  the  one  still  in  force.  It  recognizes 
that  railway  charges  should  be  proportioned  to  the  length  of  haul, 
so  far  as  actual  costs  of  haulage  are  concerned;  but  it  first  elimi- 
nates those  constant  elements  in  cost  which  do  not  vary  with  dis- 
tance. The  original  McGraham  scale  made  no  such  distinctions. 
The  expenses  at  terminals,  such  as  loading  and  unloading,  are, 
of  course,  entirely  independent  of  the  distance  covered  by  the 
shipment.  These,  being  determined  roughly  by  experimentation, 
are  first  deducted  from  an  assumed  Chicago  rate.  From  the  re- 
mainder the  rate  per  mile  by  the  shortest  route  to  New  York  (920 
miles)  is  then  calculated  by  simple  division.  This  rate  per  mile 
is  then  applied  to  the  distance  to  any  intermediate  point,  and  the 
terminal  charge  is  again  added.  Thus  a  rate  is  found  which  is 
reduced  to  a  percentage  of  the  original  Chicago  base  rate.*' 

(Railway  Problems-Ripley-Ginn  &  Co.,  Boston  1907-pages  317- 
318.) 

"The  Official  rule  from  Proceedings  of  the  Joint  Executive  Com- 
mittee, June  12  and  13,  1879,  is  as  follows: 

"First:  That  from  all  points  being  less  distant  from  New  York 
than  Chicago  new  percentages  be  adopted  for  making  up  rates  on 
east-bound  freight  upon  the  following  basis:  the  percentages  from 
points  of  the  same  or  no  greater  distance  from  Chicago,  to  con- 
tinue as  heretofore. 

"Second:  That  6  cents  per  hundred  pounds  be  first  deducted 
from  an  assumed  rate  of  25  cents  per  100  pounds,  from  Chicago  to 
New  York,  said  deduction  to  represent  the  fixed  charges  at  both 
ends  of  long  or  short  hauls. 

"Third:  That,  after  such  deduction,  the  rate  per  mile,  which 
the  remainder,  or  1 9  cents  per  1  00  pounds,  produces  from  Chicago 
to  New  York,  shall  be  charged  per  mile  from  all  common  points 
named  in  the  first  section,  according  to  the  percentages  of  distance 
shown  by  the  table  adopted  at  Chicago,  April  30,  1876,  to  which 
results  so  computed  the  6  cents  per  1  00  pounds  of  fixed  charges 
first  above  deducted  shall  be  again  added,  and  the  percentage  of 
the  Chicago  rate  of  25  cents,  produced  by  such  additions,  shall 
thereafter  constitute  the  percentage  of  the  Chicago  rate,  which 
shall  be  subsequently  charged  from  the  points  named  in  the  first 
section. 
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For   Illustration. 

Chicago  to  New  York,  per  1  00  Ibs 25c 

Less  fixed  charges,  per  1  00  Ibs 6c 

Basis  of  rate  for  computation 19c 

Columbus,  Ohio,  as  at  present  70  per  cent,  of  Chi- 
cago net  rate,  will  be 1  3.3c 

To  which  add  the  fixed  charges 6c 


19.3c 


And  the  new  percentages  from  Columbus  will  hereafter  be  77-2- 
10  per  cent,  of  Chicago,  in  lieu  of  70  per  cent,  as  at  present." 
(Idem,  Note  to  page  318.) 

It  will  be  noted  that  the  terminal  or  non-haulage  charge  is  24 
per  cent,  of  the  total  charge  for  a  haul  from  Chicago  to  New  York, 
920  miles.  For  a  distance  of,  say,  275  miles  (the  approximate 
average  haul  of  interstate  freight  on  the  L.  &  N.  System)  the  non- 
haulage  charge  is  over  5  1  per  cent,  of  the  total  charge ;  and  for 
a  distance  of,  say,  30  miles  (the  approximate  average  haul  of 
intrastate  freight  on  L.  &  N.  Lines  in  Alabama)  the  non-haulage 
charge  is  about  90  per  cent,  of  the  total  charge. 

In  1835,  Sir  Rowland  Hill,  the  author  of  the  Penny  Postage 
System,  on  investigation,  found  that  the  non-haulage  cost  of  the 
mail  was  66%  of  the  whole  cost,  and  that  the  average  haulage 
cost  of  a  letter  was  one  cent.  And  that  the  cost  of  haulage  did 
not  increase  proportionately  with  the  distance.  As  the  result  of 
his  investigation  the  postage  on  letters  in  England  was  fixed  at 
two  cents. 

Clements,  Commissioner,  in  the  case  of  the  Board  of  Trade  of 
Troy,  Ala.,  v.  Alabama  Midland  Railway  Company  (6  I.  C.  R.  23), 
made  clear  the  distinction  between  haulage  and  non-haulage  cost 
in  the  quotation  above  made  from  his  opinion  in  that  case. 

And  the  distribution  of  expenses  between  haulage  and  non-haul- 
age does  not  present  any  great  difficulties.  Haulage  expenses  are 
simply  those  which  are  affected  by  distance,  and  non-haulage  ex- 
penses are  those  which  are  not  affected  by  distance.  Many  of 
the  Primary  Operating  Expense  accounts  are  assigned  by  complain- 
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ant  in  their  entirety  to  haulage  and  non-haulage,  and  defendants 
admit  (see  p.  188  of  their  brief)  that  the  distribution  of  such 
accounts  has  been  properly  effected.  Some  of  the  accounts  are 
assigned  partly  to  haulage  and  partly  to  non-haulage,  and  against 
the  distribution  made  of  such  accounts  defendants  make  no  ob- 
jection, except  as  to  the  distribution  of  expenses  for  freight  car 
repairs,  renewals  and  depreciation.  Complainant  has  distributed 
these  accounts  in  part  to  haulage  and  in  part  to  non-haulage;  de- 
fendants claim  the  entire  charges  to  these  accounts  should  be 
treated  as  haulage  items.  The  uncontradicted  testimony  in  the 
record  (see  also  South  &  North  Record,  pp.  2177-2178)  supports 
the  distribution  made  by  complainant;  and  it  further  appears  from 
the  testimony  of  expert  railroad  accountants  not  connected  with 
the  company  (Krebs,  p.  4131;  Laughton,  p.  4277)  that  the  dis- 
tribution made  by  complainant  between  haulage  and  non-haulage 
is  on  the  whole  fair,  and  that  all  doubts  have  been  resolved  in 
favor  of  the  non-haulage  items,  that  is,  that  in  all  cases  of  doubt  the 
smaller  amounts  have  been  charged  to  the  non-haulage  accounts, 
and  consequently  the  smaller  amounts  have  been  ultimately  charged 
to  the  intrastate  traffic. 

DISTRIBUTION   OF   HAULAGE  AND  NON-HAULAGE   EX- 
PENSES BETWEEN  INTERSTATE  AND  INTRA- 
STATE TRAFFIC. 

Distribution  of  expenses  between  haulage  items  and  non-haul- 
age items  having  been  effected  the  next  distribution  made  under 
the  Unit  of  Service  plan  of  dividing  operating  expenses  was  one 
between  interstate  and  intrastate  haulage  and  interstate  and  intra- 
state non-haulage,  separately  for  passenger  expenses  and  for  freight 
expenses,  as  shown  by  line  4  on  the  chart,  supra.  These  distribu- 
tions were  made  on  basis  of  equalized  ton-miles  and  equalized 
passenger-miles  for  the  division  of  haulage  expenses,  and  on  basis 
of  ton-terminals  and  passenger-terminals  for  the  division  of  non- 
haulage  expenses,  thus  carrying  out  the  idea  expressed  by  Com- 
missioner Clements  in  Board  of  Trade  of  Troy,  v.  Alabama  Mid- 
land Railway,  supra,  and  by  Judge  Sanborn  in  Shepard  v.  Northern 
Pacific  Railway,  supra,  that  the  cost  of  the  services  in  railway  trans- 
portation is  the  expense  of  the  two  terminals  and  the  intermediate 

haul. 
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If  haulage  expenses,  or  distance  expenses,  were  apportionable 
strictly  in  accordance  with  the  distance  which  a  unit  travels,  they 
might  properly  be  divided  between  interstate  traffic  and  intrastate 
traffic  on  a  basis  of  passenger-miles  for  the  passenger  expenses 
and  on  the  basis  of  ton-miles  for  the  freight  expenses.  But,  as 
was  indicated  by  Judge  Sanborn  in  Shepard  v.  Northern  Pacific 
Railway  Co.,  supra  (184  Fed.  781) — that  the  haulage  charges 
should  be  the  same  per  mile  for  the  long  haul  as  for  the  short  haul 
is  contrary  to  the  rule  generally  applied  in  rate-making  before 
using  the  ton-mile  and  the  passenger-mile  (which  represent  pro- 
ducts of  amounts  of  business  multiplied  by  the  distances  which 
those  amounts  of  business  are  carried)  as  units  for  the  distribution 
of  haulage  expenses,  complainant  endeavored  to  equalize  as  far 
as  possible  the  more  expensive  short  haul  unit  with  the  less  expen- 
sive long  haul  unit.  It  is  shown  without  contradiction  in  the 
record  that  the  haulage  cost  for  the  short  haul  intrastate  unit  per 
mile  is  greater  than  the  haulage  cost  for  the  long  haul  interstate 
unit  per  mile,  and  the  principle  recognizing  the  extra  cost  of 
intrastate  or  short  haul  traffic  runs  through  the  decisions;  this 
extra  cost  is  attributable  to  many  causes,  such  as  lighter  loads  of 
local  trains,  greater  expenses  of  trains  from  longer  time  consumed 
and  more  frequent  stops  and  startings  of  trains  engaged  in  local 
traffic,  but  in  order  to  support  theory  by  experiment,  complainant 
had  made  a  special  test  of  the  business  carried  on  all  trains  in 
the  State  of  Alabama  for  one  week.  In  this  test  the  actual  ex- 
pense for  certain  allotable  accounts,  the  same  in  all  cases,  was 
found  separately  for  each  train,  and  the  expenses  of  each  separate 
train  were  distributed  between  interstate  traffic  and  intrastate  traf- 
fic upon  the  assumption  that  when  hauled  on  the  same  train  the 
intrastate  or  short  haul  traffic  cost  as  much  and  no  more  per  ton- 
mile  or  per  passenger-mile  than  the  interstate  or  long  haul  traffic 
cost.  This  assumption  is  shown  by  uncontradicted  testimony  in 
the  record  to  be  unduly  favorable  to  the  intrastate  traffic,  it  ap- 
pearing that  the  distribution  of  expenses  for  passenger  trains  should 
be  made  upon  some  factor  intermediate  between  the  passeneger 
and  the  passenger-mile,  and  that  the  distribution  of  expense  for 
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freight  trains  should  be  made  upon  some  factor  intermediate  be- 
tween the  ton  and  ton-mile.  Distributions  made  upon  the  passen- 
ger-mile and  ton-mile,  respectively,  for  the  separate  trains,  neces- 
sarily overburdened  to  some  extent  the  long  haul  interstate  traffic 
and  the  resulting  excess  cost  per  haulage  unit  of  intrastate  traffic 
as  compared  with  the  cost  per  haulage  unit  of  interstate  traffic 
obtained  upon  the  assumption  stated  was  necessarily  less  than  the 
real  excess  haulage  cost  of  handling  the  intrastate  traffic,  and  the 
resulting  adjustment  of  haulage  units  upon  which  haulage  operating 
expenses  were  divided  necessarily  charged  less  to  the  intrastate 
traffic  than  might  have  been  charged  to  that  traffic.  It  appears 
from  the  testimony  of  both  traffic  and  accounting  officials  familiar 
with  the  conditions  surrounding  the  business  of  the  Louisville  & 
Nashville  Lines  in  the  State  of  Alabama,  that  the  period  adopted 
for  making  the  test  was  fairly  representative  period,  and  it  further 
appears  from  the  testimony  (e.g.,  Mr.  Colston,  pp.  6508,  et  seq. ) 
that  it  is  proper  to  use  ton-miles  and  passenger-miles  as  equalized 
for  train  expenses  as  a  basis  for  the  apportionment  of  all  haulage 
expenses.  (see  also  Krebs,  pp.  4126-4127,  and  Laughton,  pp. 
4271-4272.)  For  the  purpose  of  distributing  haulage  expenses, 
complainant  equalized  the  intrastate  ton-miles  with  the  interstate 
ton-miles  and  the  intrastate  passenger-miles  with  the  interstate 
passenger-miles  by  multiplying  the  intrastate  units  by  the  percent- 
ages which  the  haulage  costs  per  intrastate  haulage  unit  were  ascer- 
tained to  be  of  the  haulage  costs  per  interstate  haulage  unit  in  the 
special  test  which  was  made  for  that  purpose. 

The  reduction  of  interstate  and  intrastate  tons  and  passengers 
to  interstate  and  intrastate  ton-terminals  and  passenger-terminals 
was  affected  on  basis  of  an  actual  count  of  the  terminals  made  by 
interstate  units  and  the  terminals  made  by  the  intrastate  units  in 
two  months  of  each  fiscal  year.  The  percentage  of  terminals 
to  tons  and  the  percentage  of  terminals  to  passengers  for  each 
class  of  traffic,  interstate  and  intrastate,  having  been  separately 
determined  for  the  two  months  in  each  fiscal  year,  the  same  per- 
centage was  used  to  ascertain  the  number  of  terminals  made  by  the 
total  number  of  tons  and  total  number  of  passengers  during  the 
year. 
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SYNTHESIS. 

The  passenger  interstate  haulage  and  the  passenger  interstate 
non-haulage  having  been  separately  ascertained,  as  outlined  above, 
the  total  amount  of  passenger  interstate  expenses  were  arrived  at, 
and  in  a  like  manner  by  a  combination  of  passenger  intrastate 
haulage  expenses  and  passenger  intrastate  non-haulage  expenses 
the  total  passenger  intrastate  expenses  were  arrived  at,  and  by 
a  combination  of  freight  interstate  haulage  expenses  and  freight 
interstate  non-haulage  expenses  the  total  amount  of  freight  inter- 
state expenses  were  arrived  at,  and  by  a  combination  of  freight 
intrastate  haulage  expenses  and  freight  intrastate  non-haulage  ex- 
penses the  total  amount  of  freight  intrastate  expenses  were  arrived 
at,  as  indicated  in  fifth  line  of  chart,  supra. 

And  by  combining  passenger  interstate  expenses  with  freight 
interstate  expenses  the  total  interstate  expenses  were  arrived  at; 
and  by  combining  passenger  intrastate  expenses  with  freight  intra- 
state expenses  the  total  intrastate  expenses  were  arrived  at,  as 
shown  in  the  last  line,  No.  6  of  chart,  supra. 

»  «  «  *  * 

THE  UNIT  OF  SERVICE  PLAN  AND  THE  OKLAHOMA  PLAN 

CONSIDERED  IN  CONNECTION  WITH  A  PLAN 

FOR  CURRENT  ACCOUNTING. 

A  committee  appointed  by  the  Oklahoma  Lines  to  formulate  and 
arrange  a  plan  for  the  apportionment  of  operating  expenses  be- 
tween freight  and  passenger  service,  subdivided  as  between  inter- 
state and  intrastate  to  conform  as  nearly  as  might  be  to  the  rule 
laid  down  by  the  Supreme  Court  of  the  United  States  to  the  effect 
that  the  opportionment  of  expenses  should  follow  the  use  of  the 
property  as  closely  as  possible,  have  adopted  a  formula  known  as 
the  Oklahoma  Plan. 

It  is  believed  that  an  investigation  of  both  the  Unit  of  Service 
Plan  and  the  Oklahoma  Plan  will  show  that  each  plan  affords 
a  means  of  distribution  which  is  at  least  fair  to  the  passenger 
traffic  and  to  the  intrastate  traffic  as  a  whole;  that  is  to  say,  in 
cases  of  doubt  the  doubt  has  been  resolved  in  favor  of  charging 
smaller  amounts  to  the  passenger  traffic  and  to  the  intrastate  traffic 
than  might  reasonably  be  charged  to  those  classes  of  traffic. 
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It  will  also  be  found  that  both  plans  are  based  upon  the  same  gen- 
eral principles;  for  example,  both  plans  recognize  the  necessity  for 
a  subdivision  between  passenger  traffic  and  freight  traffic  in  order 
that  the  same  units  may  be  used  for  the  purpose  of  further  sub- 
divisions, and  both  plans  recognize  the  fact  that  other  conditions 
being  the  same,  no  separation  of  property  or  expenses  can  be 
based  merely  upon  the  distinction  between  interstate  traffic  and 
intrastate  traffic,  and  that  if  the  circumstances  surrounding  the 
handling  of  the  interstate  traffic  were  exactly  the  same  as  those 
surrounding  the  handling  of  intrastate  traffic,  it  would  cost  just  as 
much  to  do  the  one  kind  of  traffic  as  it  would  cost  to  do  the  other 
kind,  and  that  the  basis  of  divisions  must  therefore  be  sought  in 
differences  of  conditions  or  characteristics  of  the  two  kinds  of  traf- 
fic. 

And  both  plans  agree  in  adopting  as  the  most  distinguishing 
feature  which  can  be  employed  for  this  purpose,  the  average  length 
of  haul,  the  distribution  under  the  Unit  of  Service  Plan  being 
made  between  haulage  and  non-haulage  accounts  and  the  dis- 
tribution in  the  Oklahoma  Plan  being  made  as  between  terminal 
and  line  accounts,  the  distinction  involved  being  the  same  in  each 
case. 

While  both  plans  are  based  upon  sound  general  principles,  and 
while,  even  under  the  varying  application  of  the  same  general  prin- 
ciples to  the  several  primary  accounts,  both  plans  result  in  distri- 
butions which  are  fair  to  intrastate  traffic  and  to  passenger  traffic, 
and  it  would,  therefore,  seem  that  either  plan  or  both  plans  might  be 
adopted  as  a  standard  for  the  country,  it  is  believed  that  the  ex- 
pense involved  in  carrying  out  either  of  the  plans  in  its  entirety 
as  a  current  or  continuous  method  of  accounting  would  involve  a 
cost  which  would  be  prohibitive.  To  make  the  test  of  freight  and 
passenger  traffic  in  the  State  of  Alabama  alone  for  one  week  on  the 
lines  of  the  Louisville  &  Nashville  System,  aggregating  less  than 
1,300  miles,  for  equalizing  the  haulage  units,  passenger-miles  and 
ton-miles,  as  was  done  in  the  Unit  of  Service  Plan,  required  an 
expenditure  of  about  ten  thousand  dollars,  and  it  is  apparent  from 
even  a  brief  consideration  of  the  Oklahoma  Plan  that  the  expenses 
involved  in  collecting  the  statistics  required  for  the  details  of  that 
plan  would  be  considerably  greater  than  that  amount. 
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It  is,  therefore,  respectfully  suggested  that  the  conference  which 
is  to  convene  in  New  York  on  November  10,  1913,  for  the  purpose 
of  adopting  a  uniform  plan  of  accounting  under  the  decision  in 
the  Minnesota  rate  case  should  not  attempt  to  follow  in  its  en- 
tirety either  plan  as  a  regular  method  of  accounting,  but  should 
use  both  plans  as  affording  light  for  the  adoption  of  some  other 
plan,  which,  based  upon  the  general  principles  adopted  by  both 
plans,  will  provide  for  details  of  distribution  by  primary  accounts 
or  parcels  of  property  which  will  not  involve  the  expense  contem- 
plated by  either  of  the  plans  which  have  been  adopted  in  the  two 
sections  of  the  country.  It  is  further  submitted  that,  as  a  statement 
of  general  principles,  the  following  resolution  is  in  accordance  with 
both  plans  and  is  in  accordance  with  what  should  be  adopted  as 
the  foundation  of  any  plan  for  uniform  accounting  under  the  Min- 
nesota decision: 

"Resolved,  That  in  the  separation  of  operating  expenses 
as  between  interstate  traffic  and  intrastate  traffic,  according 
to  use  made  or  service  performed,  freight  and  passenger 
expenses  should  first  be  divided  as  between  haulage,  distance 
or  line  items  on  the  one  hand  and  non-haulage,  non-dis- 
tance, or  terminal  items  on  the  other  hand;  that  freight  haul- 
age items  should  be  apportioned  to  interstate  and  intrastate 
traffic  on  basis  of  the  number  of  ton-miles  (gross  or  net)  in 
each  class  equalized  or  adjusted  to  local  conditions;  that 
freight  non-haulage  items  should  be  apportioned  on  basis  of 
tons  or  ton-terminals  (gross  or  net)  so  equalized  or  adjusted; 
and  that  passenger  expense  should  be  similarly  divided  on 
basis  of  equalized  or  adjusted  passenger-miles  and  passengers 
or  passenger-terminals. 

"By  haulage,  distance  or  line  expenses  are  meant  expenses 

which  vary   according   to   the   distance  which   a   shipment   or 

passenger  travels.     By  non-haulage,  non-distance,  or  terminal 

expenses,   are  meant  expenses  which  are  not  affected  by  the 

distance  which  the  shipment  or  passenger  may  travel." 

With  such  a  resolution  or  a  similar  resolution  as  a  starting  point, 

the   problem   confronting   the   conference   will   be   simplified    to    a 

consideration  of  the  general  rules  which  should  govern  the  equali- 
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zation  or  adjustment  of  the  units  of  distribution,  ton-miles,  pas- 
senger-miles, tons,  ton-terminals,  passengers  and  passenger-ter- 
minals, according  to  local  conditions  which  differ,  of  course,  accord- 
ing to  the  road  or  roads  under  consideration.  And  under  the  appli- 
cation of  the  general  principles  there  should  be  observed,  as  far  as 
possible,  a  general  rule  or  plan  of  distribution  for  every  step  to  be 
taken  in  the  process. 


CANADA. 

(Extract  from  "Public  Service  Regulation*'  May,  1913,  Page  257.) 
The  international  Paper  Company  instituted  proceedings  before 
the  Board  of  Railway  Commissioners  for  Canada  against  the  Grand 
Trunk  Railway  Co.  in  order  to  secure  relief  from  certain  interna- 
tional pulpwood  rates.  (Subject  to  limitations  covering  specific 
sections,  the  board  decided  that  the  tariffs  be  allowed.) 

Mr.  Commissioner  McLean  filed  a  dissenting  opinion  on  the 
ground  that  the  railway  had  not  justified  the  increase  by  bringing 
forward  particular  information  as  to  the  increase  of  the  particular 
costs  affecting  the  traffic  in  question. 


NO  GENERAL  RULE  ON  CONFISCATION  POSSIBLE. 

(Extract  from  "Public  Service  Regulation" 

August,  1913,  Page  4 19.) 

Nor  can  the  courts  lay  down  any  general  rule  as  to  what  shall 
constitute  confiscation  with  reference  to  railroad  rates  where  the 
facts,  as  in  this  case,  show  a  profit  of  approximately  4  per  cent. 
The  just  compensation  secured  by  the  constitution  does  not  mean 
a  guarantee  to  the  carrier  as  against  the  public  of  any  fixed  percent- 
age of  profit  upon  an  investment. 

(The  above  ruling  was  laid  down  by  the  Commerce  Court  in 
the  case  of  Lehigh  Valley  Railroad  Co.,  petitioner,  vs.  United 
States.  The  railroad  company  prays  for  a  decree  enjoining  an 
order  of  the  Interstate  Commerce  Commission,  ordering  the  com- 
pany to  abstain  from  charging  rates  attacked  in  a  complaint  before 
the  Commission,  and  directed  the  establishment  of  reduced  rates  on 
coal  in  carloads  from  Wyoming,  Pa.,  to  Perth  Amboy,  N.  J.) 
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MEMORANDUM  ON  STATISTICS  AND  ACCOUNTS. 

(Extract  from  "Public  Service  Regulation*' 

November,    1913,  Page  589.) 

This  report,  offered  by  Commissioner  B.  H.  Meyer,  of  the  Inter- 
state Commerce  Commission,  chairman,  refers  to  the  statement 
required  by  the  Interstate  Commerce  Commission  in  its  Special  Re- 
port— Series  Circular  No.  1 6,  which  required  all  operating  car- 
riers having  a  revenue  of  $1,000,000  or  more  to  state  the  extent 
to  which  and  the  manner  in  which  they  separate  their  operating 
expenses  between  freight  service  and  passenger  service. 

The  results  of  this  inquiry  showed  that  "such  an  analysis  is  made 
regularly  for  their  own  purposes  by  carriers  whose  aggregate  mile- 
age is  about  one-half  of  the  total  mileage  operated  by  the  large 
roads  in  the  United  States.  In  addition,  roads  operating  together 
about  15,000  miles  made  a  complete  separation  of  their  operating 
expenses  in  this  circular,  but  apparently  do  not  do  so  regularly  for 
their  own  purposes.  Furthermore,  a  large  number  of  additional 
roads  separate  their  important  transportation  accounts  between 
freight  service  and  passenger  service,  although  not  doing  so  for 
items  under  Maintenance  of  Way  and  Structures.  Most  of  the 
roads  which  separate  their  expenses  between  freight  and  passen- 
ger traffic  do  so  as  a  measure  of  efficiency  in  operating  and  not  for 
measuring  the  reasonableness  of  the  rates." 

Separation  of  Freight  and  Passenger  Expenses. 

A  negative  answer  to  the  question,  "Should  a  separation  of  ex- 
penses between  freight  service  and  passenger  service  be  introduced 
into  our  annual  reports?"  was  made  by  the  American  Association 
of  Railway  Accounting  Officers,  since  the  last  meeting  of  the  N.  A. 
R.  C.,  and  this  answer  is  quoted  with  the  comment: 

"We  venture,  however,  to  suggest  that  the  opposite  conclusion 
is  not  yet  to  be  abandoned.  Theoretical  opinion  is  showing  some 
tendency  to  be  more  favorable  to  the  cost  of  service  principle,  and 
the  argument  for  a  system  of  cost  accounting  is  strengthened  by  a 
consideration  of  the  nature  of  the  questions  with  which  regulating 
bodies  have  to  deal.  To  be  called  upon  to  say,  not  only  what  rail- 
roads as  a  whole  should  be  allowed  to  earn,  but  more  particularly 
what  the  freight  business  shall  earn  as  against  the  passenger  busi- 
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ness,  or  the  express  business,  or  the  mail  business,  is  to  be  confronted 
by  questions  which  many  contend  admit  of  no  final  answer  except 
the  answer  of  cost.  Railroad  representatives  have  appeared  time 
and  again  before  committees  of  Congress,  before  courts,  and  before 
commissions  with  cost  estimates  trying  to  convince  these  bodies 
that  this  or  that  rate  was  too  low  or  not  too  high.  It  may  be  argued 
that  these  cost  estimates  are  made  at  the  request  of  lawyers,  and 
what  lawyers  do  is  what  the  courts  require,  or  what  lawyers  think 
the  courts  require. 

"Up  to  the  present  time  the  courts  have  not  shown  any  inclina- 
tion to  discontinue  considering  cost  as  an  important  factor  in  the 
ultimate  determination  of  a  rate. 

We  believe  that  if  cost  of  service  is  to  continue  to  be  the  deter- 
mining factor  in  measuring  the  reasonableness  of  rates,  it  is  time 
that  the  division  of  expenses  among  the  several  branches  of  the  ser- 
vice should  be  threshed  out  to  a  finality.  In  some  manner,  the  com- 
bined wisdom  of  engineers,  accountants,  statisticians,  economists, 
operating  officials  and  representatives  of  commissions  should  be 
concentrated  upon  this  problem  with  the  hope  of  establishing  au- 
thoritative rules  for  the  division  of  expenses." 

With  reference  to  terminal  expenses,  the  necessity  of  a  division 
between  terminal  and  road  operation  is  urged  by  the  report,  and 
the  statement  made  that  nothing  like  a  comprehensive  separation  is 
obtainable  from  the  accounts  kept  by  carriers. 

"At  the  larger  freight  stations  certain  labor  costs  of  handling 
freight  are  kept  by  many  roads,  and  for  the  larger  freight  yards 
average  operating  expenses  per  car  are  calculated,  but  these  are 
not  complete  costs,  as  they  relate  only  to  certain  labor,  fuel  and 
other  yard  expenses.  An  informal  statistical  circular  was  sent  out 
by  the  Interstate  Commerce  Commission  during  the  past  year  to 
the  larger  roads  in  order  to  obtain  what  information  was  available 
along  these  lines.  While  these  returns  are  interesting  in  them- 
selves, they  cannot  yield  that  comprehensive  separation  between 
terminal  and  road  operations  which  is  required  for  purposes  of  rail- 
road regulation.  For  maintenance  of  way,  the  separation  is  feasible 
because  the  two  kinds  of  operation  can  be  marked  off  by  physical 
boundaries,  generally  speaking,  although  there  are  obviously  cer- 
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tain  items  which  would  be  common  as  between  terminal  and  road. 
Equipment  expenses  are  logically  divisible,  but  the  division  offers 
practical  difficulties  because  it  is  not  easy  to  say  what  part  of  car 
repairs  is  made  necessary  by  road  wear  and  what  part  by  damage 
during  switching  in  the  yard.  In  the  general  account,  transporta- 
tion, yard  and  road  expenses  are  largely  separated  in  the  existing 
classification.  General  and  traffic  expenses  would  be  overhead 
expenses  to  be  apportioned.  These  are  but  suggestions  of  the  na- 
ture of  the  problem.  Such  a  separation  would  be  of  service,  not 
only  in  the  separation  of  state  and  interstate  expenses,  but  also  in 
making  allowance  for  the  distance  factor  in  rate  making." 


CERTAIN  CONSIDERATIONS  IN  RAILWAY  RATE-MAKING. 
Extracts  from  a  paper  before  the  American  Economic  Association, 

Minneapolis,   Minn.,   December  29th,    1913. 
(By  Balthasar  H.  Meyer,  Member  of  the  Interstate 

Commerce  Commission.) 

Valuation  and  Securities. 

Perhaps  the  most  important  single  factor,  now  unknown,  which 
will  enter  into  the  consideration  of  railway  rates  in  the  future  is  that 
of  the  value  of  the  property.  Theoretically,  it  has  long  been  con- 
sidered by  commissions  and  courts,  but  in  practice  its  application 
has  been  limited  to  isolated  valuations  or  partial  valuations  made 
under  different,  if  not  mutually  exclusive  methods,  varying  in  de- 
gree of  thoroughness  and  applied  almost  exclusively  to  meet  alle- 
gations of  confiscation  of  property.  In  the  not  distant  future  we 
may  hope  to  know  what  the  fair  value  or  final  value  of  our  railway 
properties  is,  whatever  these  terms  may  be  made  to  include.  In  the 
past  attempt  has  been  made  to  appeal  to  the  volume  and  market 
value  of  outstanding  securities  with  the  view  of  having  them  con- 
sidered as  evidence  of  value  to  support  a  rate  or  rate  structure  un- 
der attack.  In  the  future,  after  the  valuations  have  been  made, 
similar  appeals  can  have  little  weight.  Once  the  value  of  railway 
property  has  been  officially  established,  and  power  to  regulate  ser- 
vice and  rates  co-extensive  with  the  railway  business  lodged  with 
competent  administrative  authority,  the  issuance  of  securities  by 
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railway  corporations  becomes  a  question   of  public  morals.      The 
public  eye  should  be  directed  toward  the  value  of  railway  property 
as  determined  under  the  valuation  statute  rather  than  to  the  market 
value,  face  value  and  number  of  pieces  of  paper  which  may  have 
been  circulated  to  represent  the  property.     If  there  are  people  who 
prefer  many  pieces  of  paper,   each  with  a  smaller  value  to  fewer 
pieces  of  paper,  each  with  a  larger  value,  we  may  well  permit  them 
to  gratify  their  whim,  provided  no  burden  is  thereby  imposed  upon 
the  rate  paying  public.      As  a  matter  of  good  morals  we  should 
prohibit  as  far  as  possible  and  make  difficult  the  circulation  of  bad 
securities.    We  should  legislate  against  the  exploitation  of  the  undis- 
criminating  public  when  its  speculative  traits  are  appealed  to,   but 
under  no  circumstances  should  we  recognize  these  engraved  pieces  of 
paper  as  the  equivalent  of  property  in  the  making  of  railway  rates, 
or  perchance,   validate   them   through   ill-advised   stock   and   bond 
legislation.     The  country  urgently  needs  stock  and  bond  legislation; 
but  it  will  be  better  to  have  none  than  accept  such  of  what  is  being 
proposed.      What  consideration,  if  any,  should  be  given  to  securi- 
ties issued  in  the  past  by  railway  companies  in  the  valuation  required 
to  be  made  under  the  valuation  act,  is  a  matter  which  I  cannot  dis- 
cuss with  propriety  at  this  time,  and  regarding  which  1  shall  express 
no  opinion;  nor  should  anything  which  I  have  said  herein  be  con- 
strued as  an  intimation  of  what  I  believe  the  final  conclusion  upon 
this  question  ought  to  be.     But  what  I  am  free  to  say  is,  that  the  task 
of    valuation    having    been    accomplished,     outstanding    securities 
against  the  valued  property  should  not  receive  the  least  considera- 
tion in  the  establishment  of  rates  to  be  collected  for  the  public  use 
of  that  property.     As  suggested  before,  with  adequate  legal  provi- 
sions and  effective  administration  covering  value  of  the  property, 
service,   and  rates,   the  public  has  no  interest  in  railway  securities 
except  as  a  matter  of  morals.     These  moral  purposes  should  be  pro- 
moted and  achieved  to  the  fullest  extent  possible  through  legisla- 
tion but  great  care  must  be  exercised  lest  this  legislation  may  by 
inadvertence  or  design  make  the  value  of  securities  a  basis  for  rates 
with  the  possible  consequence  of  imposing  untold  and  utterly  need- 
less financial  burdens  upon  the  present  and  future  generations  of 
rate  payers. 
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Cost  of  the  Service. 

A  second  factor  equally  fundamental  with  the  value-of-the- 
property  factor,  which  I  believe  will  be  employed  very  much  more 
in  the  future,  is  that  of  the  cost  of  the  service.  A  great  variety  of 
statistical  analysis  have  heretofore  been  made,  but  systematic  ef- 
forts directed  toward  the  ascertainment  of  the  approximate  cost  of 
the  service  have,  generally  speaking,  been  strangely  neglected.  A 
small  minority  among  those  dealing  with  rate  problems  have  long 
advocated  it,  but  their  plans  have  been  thwarted  by  the  skepti- 
cism and  unwillingness  of  a  persistent  majority.  There  are  those 
who  have  opposed  the  development  of  statistical  investigations  along 
the  lines  of  cost  because  they  assert  the  results  are  bound  to  be  mis- 
leading and  unreliable.  Others  confess  a  fear  that  information  of 
that  kind  will  be  misused.  Others  declare  that  it  will  result  in  the 
establishment  of  rigid  distance  tariffs,  with  attendant  chaos  in  the 
industrial  world.  Still  others  maintain  the  view  that  the  cost  of  the 
service  has  nothing  to  do  with  the  rate  either  in  general  or  in  par- 
ticular. The  combined  weight  and  influence  of  all  these  objectors 
has  thus  far  been  sufficient  to  obstruct  substantial  progress. 

Growth  of  Cost  Accounting. 

It  is  a  fact  of  common  knowledge  that  so-called  cost  accounting 
has  been  applied  to  every  important  branch  of  industry  except  steam 
railway  transportation.  A  prolific  literature  upon  the  subject  has 
been  produced  within  the  last  decade,  and  competent  specialists  in 
all  branches  of  business  are  prepared  to  give  these  principles  prac- 
tical application.  The  railways  themselves  have  made  limited  appli- 
cation of  the  principles  of  cost  accounting  to  more  than  one-half  of 
the  railway  mileage  in  the  United  States.  They  declare,  however, 
that  this  has  been  done  for  internal  corporate  administrative  pur- 
poses rather  than  with  a  view  of  assisting  in  the  establishment  of 
just  and  reasonable  rates.  The  difficulties  of  separating  operating 
expenses  among  the  various  branches  of  the  railway  business  are  as 
apparent  as  the  benefits  of  the  final  results  are  clear  to  those  who 
are  willing  to  undertake  the  task.  It  is  perfectly  obvious  that  con- 
troversy respecting  the  apportionment  of  maintenance  of  way  items, 
for  instance,  can  never  end.  Is  this,  however,  sufficient  reason  for 
refraining  from  undertaking  a  work  which  is  so  promising  in  bene- 
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ficial  results?  There  exists  surprising  similarity  in  the  methods 
employed  by  different  railway  companies  in  apportioning  certain 
common  or  over-head  expenses.  This  similarity  appears  to  have 
been  brought  about  without  previous  conference  and  agreement 
and  is  apparently  the  result  of  similar  conclusions  arrived  at  by 
men  working  at  the  same  problem  independently  of  one  another. 
However,  I  am  not  suggesting  that  methods  and  rules  which  are 
now  found  to  be  common  to  several  railway  accounting  departments 
are  necessarily  those  which  commissions  should  accept  or  prescribe. 
If  cost  accounting  is  not  to  be  applied  to  railway  transportation  until 
every  refinement  has  been  settled  by  unanimous  consent  of  the 
accountants,  we  shall  never  get  anywhere.  Institutional  reforms 
are  rarely  effected  from  within  and  the  railway  is  no  exception.  If 
such  a  rule  were  to  be  applied  to  the  assessment  and  collection  of 
taxes  the  government  of  every  civilized  country  in  the  world  would 
be  obliged  to  cease  its  activities  for  want  of  revenue. 

Practical  Applications. 

A  new  system  of  express  rates  is  about  to  be  put  into  effect 
throughout  the  United  States.  It  inaugurates  a  revolution  in  the 
conduct  of  the  express  business.  It  is  a  carefully  considered  experi- 
ment, the  exact  outcome  of  which  no  one  can  predict  with  full 
confidence.  How  will  anyone  be  able  to  draw  a  conclusion  at  the 
expiration  of  a  definite  period  of  time  regarding  the  financial  re- 
sults of  the  operation  of  the  express  companies  without  approxi- 
mating a  segregation  of  the  expenses  incurred  by  the  railroads  on 
account  of  the  express  business?  Railway  mail  pay  is  the  object  of 
periodical  controversy.  Does  not  that  involve  essentially  the  same 
fundamental  accounting  questions?  Passenger  rates  are  an  issue 
in  different  states  in  various  parts  of  the  country.  How  can  these 
controversies  be  properly  and  justly  settled  without  some  reference 
to  the  cost  of  conducting  the  passenger  business?  One  might  sup- 
pose that  the  railways  in  this  country  would  fairly  vie  with  one 
another  in  producing  the  most  scientific  data  in  regard  to  their  re- 
spective operations  which  the  best  talent  can  compile.  With  a  few 
conspicuous  exceptions,  the  exact  contrary  is  the  fact. 
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Joint  Costs,  Economy  and  Efficiency. 

Before  I  leave  the  subject  of  cost  of  service  kindly  permit  me  to 
remind  you  of  the  impossibility  of  commenting  upon  such  extreme- 
ly important  phases  of  the  issues  as  are  suggested  by  the  words, 
by-products  and  joint  costs,  which  have  been  so  ably  treated  by 
distinguished  members  of  this  association.  I  must  deny  myself  the 
pleasure  of  reviewing  their  work. 

Furthermore,  I  have  commented  upon  the  cost  of  service  as  a 
consideration  in  rate-making  only.  This  entire  paper  might  advan- 
tageously have  been  devoted  to  railway  cost  accounting  as  a  test 
of  efficiency  and  economy  in  operation;  and  after  it  has  been  ascer- 
tained what  it  actually  costs  to  operate  a  railroad,  a  further  inquiry 
into  what  it  should  cost  to  operate  may  profitably  be  instituted. 

Controversy  an  Old  One. 

This  whole  controversy  regarding  the  cost  of  the  service  is  as  old 
as  the  railway  itself.  Any  method  of  separating  expenses  which 
may  be  adopted  will  at  best  leave  much  room  for  honest  differences 
of  opinion  and  the  employment  of  varying,  arbitrary  factors.  To 
my  mind  this  situation  resolves  itself  ultimately  into  the  fundamental 
proposition  that  cost,  being  one  of  the  elements  to  be  considered 
in  testing  the  reasonableness  of  a  rate,  must  be  ascertained  as  accu- 
rately as  the  nature  of  the  problem  will  permit,  otherwise  it  can  not 
be  considered.  How  can  anyone  give  consideration  to  costs  unless 
he  knows  what  they  are?  Concluding  that  we  must  arrive  at  costs, 
it  devolves  upon  reasonable  men  to  elaborate  workable  rules  and 
methods  and  employ  the  results  with  a  full  consciousness  of  their 
limitations.  After  the  value  of  the  property  has  been  established, 
the  cost  of  conducting  the  business  approximated,  and  the  value  of 
the  service  considered,  there  will  still  remain  a  wide  zone  within 
which  to  exercise  "the  flexible  limits  of  judgment/' 


95 


HE 

1071 

M85 


Muller,  Jean  Paul     (ed.) 
Selected  extracts 


PLEASE  DO  NOT  REMOVE 
CARDS  OR  SLIPS  FROM  THIS  POCKET 


UNIVERSITY  OF  TORONTO  LIBRARY 


